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. FOREWORD a 


THE financing of American governments is the financing of our democracy. 
Originally governments were concerned with providing public safety, justice, a 
few public works, and limited social services. More recently, with the rise of the 
modern economy and the financial instability created by recurring wars, govern- 
ments have been pressed to do something about the problems of unemployment and 
depression and the related problems of inflation and unstable prosperity. : 

Our governments are now spending at an annual rate of approximately $60 bil- 
lion, and the level of spending is ever rising. Wars and their attendant costs are 
primarily responsible for the higher cost of government, the higher taxes, and the 
tremendous increase in the public debt. During the depression of the 1930’s, how- 
ever, the Federal Government began to pour out vast sums for economic recovery 
and-relief. A system of social security has been established, and public welfare 
expenditures have increased greatly. ‘The Second World War brought millions of 
new jobs, civilian and military, and new investment outlets. Unemployment prac- . 
tically disappeared and the national income spurted upward. 

During the war, however, the Nation was warned by the Keynesian economists 
that the war and postwar inflation would be succeeded by a period of depression 
and economic stagnation unless purchasing power were maintained at such a level 
that the economy would be kept running at a high speed. Only with government 
leadership, it was urged, could economic stability and growth be realized. The 
fluctuations in private investment and the lag in consumption expenditures result- 
ing from the inequality in incomes and excessive saving would cause chronic eco- 
nomic instability and prolonged unemployment. 

Meanwhile, the war came to a close and the Nation anxiously entered the post- 
war transition, fearing that an economic slump might develop. “Full employ- | 
ment” became an active issue. After deliberation and debate, the Employment 
Act of 1946 was passed by Congress to provide administrative facilities for the con- 
tinuing study of economic conditions. ‘The President now advises Congress of the 
state of the Nation’s economic health and recommends such remedial measures as 
he considers necessary to correct economic maladjustments. Fortunately, the ex- 
pected postwar depression has not yet materialized, but the Nation has been plagued 
by postwar inflation and more recently has been going through a transitional pe- 
riod of economic readjustment. 

There has been much discussion and controversy over the appropriate relations 
of government finance and the economy. Many are fearful of the results of pub- 
lic planning and control, believing that an expanded and more positive role for 
government will mean the eventual loss of economic freedom and the disintegra- 
tion of private enterprise, as well as an excessive centralization of government au- 
thority and the serious weakening of political liberty. Ours is a mixed economy 
in which government and capitalistic enterprise are both active, and it is desirable 
for public and private activity to develop co-operatively along the lines that will 
assure a Steadily rising and equitably distributed national income. 

Since public spending, taxing, borrowing, and financial administration exert 
many significant effects on consumption, investment, employment, and economic 
welfare, some fiscal policy is inescapable. The question then is, What fiscal policy 
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should government pursue? To answer this question, it is nécessary to decide 
what economic and social objectives'the Nation wishes to advance. What kind of 
society do we want? What are the proper functions of government and of private 
initiative? How should the essential functions of government be financed? 

In this symposium the contributors endeavor to analyze the major problems 
arising in the financing of government in a manner consistent with what they con- 
ceive to be the proper economic and social goals of the community. They are 
agreed that economic stability and growth are desirable, but they offer various pro- 
posals for financing government in a way to further those goals. It is hoped that 
this informative discussion by close students of the problems of the economy and 
government finance will be helpful to the readers in gaining a better understanding 
of the crucial issues and in formulating judgments concerning the appropriate role 
of government finance in a modern growing economy. 

i ALFRED G. BUEHLER 
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Government Finance and the Economy 


e By Atrrep G. BUEHLER 


= 


URS has been a growing economy, 

rich and resourceful and looking 
to the future. Weaknesses have been 
present—periods of depression follow- 
ing periods of prosperity, frictions 
among the constituent elements instead 
of co-operation, and other imperfec- 
tions. But in spite of its defects, ours 
has been a dynamic and flourishing 
economy, with great productive accom- 
plishments for war, as well as peace- 
time, needs. = 4 


A TRANSITION PERIOD 


Now, our economy is passing through 
a transition development. The fever- 
ish postwar inflation that surged to a 
peak in 1948 has been halted by the 
impact of deflationary forces. This is 
a period of uncertainty variously de- 
scribed as “disinflation,” “deflation,” 
“reflation,” “recession,” or even “de- 
pression.” Production, employment, 
prices, and the national income have 
declined somewhat, and the Federal 
budget is unbalanced. The ‘Treasury 
has réported that the fiscal year 1949 
closed on June 30 with.a deficit of $1.8 
billion, in spite of revenues of $38.2 
billion. A much larger deficit is cur- 
rently being forecast for the present 


fiscal year of 1950. Instead of reduc-. 


ing the debt, we are increasing it. By 
June 30 the gross debt had risen to 
$252.8 billion. 

Fears are being expressed by some 
that the economic recession will give 
way to an economic rout unless drastic 
governmental measures are taken to 
lessen unemployment, assure the farm- 
ers of a steady and adequate income, 
and otherwise increase the flow of gov- 
ernment spending to compensate for 


the slowing down of the private sector 
of the economy. Others are arguing 
that the anti-inflationary effects of the 


rising Federal, state, and local govern- 


ment budgets, the sound banking and 
credit structure of the Nation, the con- 
sumptive demands of a growing popula- 
tion, the removal of weaknesses in the 
economy that were overlooked in the 
lush days of postwar prosperity, the 
return to conditions of buyers’ markets 
in many lines, the more active competi- 
tion for consumer patronage, and other 
factors will act to prevent a long-con- 
tinued decline of economic activity. 


‘Some observers think, indeed, that the 


bottom of the recession has been 
reached and that recovery is now tak- 
ing place. 

The Nation is asking what policies 
the citizens, business, agriculture, labor, 


- and government should pursue to cope 


successfully with our current and long- 
range economic problems. Should Fed- 
eral taxes be increased to balance the 
budget and finance larger welfare ex- 
penditures? If so, what new taxes 
Should be imposed? Or would it be 
preferable to curtail expenditures, ener- 
getically attack the sources of waste in 
governmental administration, and bal- 
ance the budget by spending less? Or 
again, should spending be increased and 
taxes be reduced simultaneously in a 
program of promoting economic re- 
covery by blasting out deflation with 
powerful inflationary weapons? 

Are present taxes too high for the 
economy to bear? Are these taxes 
smothering initiative and | productive 
risk-taking? Are the high taxes dry- 
ing up the sources of support for our 
private schools and colleges, hospitals,‘ 
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churches, and charities? Are consum- 
ers, Jabor, and agriculture being bur- 
dened unduly by taxes? What is the 
impact of the huge Federal debt on the 
economy? Should we try to pay off 
the debt? 


PUBLIC FINANCE AND THE ECONOMY 


These and other perplexing questions 


are of immediate and long-range signifi- 
cance in the planning and execution of 
governmental policies that will be con- 
sistent with our purpose to increase the 
national income steadily and distribute 
it equitably to our population, while re- 
taining the institutions of popular gov- 
ernment and a free economy. In the 
present symposium a number of the im- 
portant problems arising from the re- 
lationships of-public finance and the 
economy will be analyzed and discussed 
from various points of view. The Na- 
tion has probably never before been so 
concerned over the attainment of its 
economic objectives by the concerted 
action of governments and the major 
groups of society as in recent years. 
Our economic problems have become 
larger, and the magnitude of govern- 
mental action and financing has in- 
creased. Under such conditions, the 
influence of public finance is too im- 
portant to be ignored, and it is the 
policy of wisdom to finance our gov- 
ernments in a manner conducive to the 
` economic health of the Nation and the 
preservation of popular government. 


From depression to 1946 


With the Great Depression of the 
1930’s came mass unemployment, fall- 
-ing incomes, and a fear that the founda- 
tions of modern capitalism had been 
badly, if not irreparably, damaged. 
Numerous expedients were hastily de- 
vised to promote economic recovery by 
Federal spending financed with bor- 
rowed funds. As the depression con- 
tinued, economists in this and other 


countries sought explanations and solu- 
tions for this social malady, and the 
application of fiscal policy was pre- 
scribed to attain economic equilibrium 
and the full utilization of resources. 

At the outbreak of the Second World 
War, there were still several millions 
of persons unemployed in this country. 
The Federal Government had struggled, 
with considerable futility, to provide 
jobs for large numbers of unemployed. 
Its fiscal policies had been faltering, 
confused, and inconsistent. Some ar- 
gued that much greater public spend- 
ing was required to take up the slack 
in employment and to open up new 
investment outlets, particularly after 
“pump-priming” experiments had failed 
to produce the national prosperity 
sought. Many economists, following 
the leadership of John Maynard Keynes 
and Alvin Hansen, contended that the 
economy had become mature and stag- 
nant, that excessive saving and deficient 
spending would create chronic mass un- 
employment, that private enterprise was 
inadequate to furnish needed investment 
opportunities and jobs, and that only 
through intelligent and courageous gov- 
ernmental action could lasting pros- 
perity be achieved. This might require 
normally unbalanced public budgets, a 
vast program of public investment, a 
broadening social welfare program, and 
numerous financial and economic meas- 
ures, under governmental leadership, 
directed toward the goals of economic 
stability and expansion. 

The problems -of E E dis- 
appeared with the economic and finan- 
cial developments that attended the 
Second World War. The financing of 
the war brought vastly increased Fed- 
eral budgets and the organization of 
the population to win the war at the 
military front by winning it also at the 
production, distribution, and financial 
fronts. Numerous controls were en- 
forced to minimize the war and post- 
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war inflation. Economists were busy 
formulating plans to keep the economy 
operating at high speed without de- 
veloping irresistible inflationary pres- 
sures. The Nation was more con- 
scious of the menace of inflation than 
it had been in previous wars, and more 
precautionary measures were taken, 
Many lessons were learned from war- 
time financing and the use of economic 
‘ controls. But opinions were divided 
over the effectiveness of fiscal policies 
and the extent to which they should be 
. employed in peacetime. In the closing 
months of the war and thereafter, nu- 
merous programs of Federal financing 
were formulated by economists in and 
out of the Government, by business and 
political leaders, and by interested citi- 
zens. Agreement was evident over the 
desirability of a stable and growing 
economy, but disagreement was rife 
over the roles to be played by public 
and private action. and the specific 
measures to be taken. The followers 
of Keynes and Hansen envisioned a pe- 
riod of severe unemployment after the 


war, and the renewed threat of secular > 


depression after a short-lived inflation- 
ary outburst. Compensatory and de- 
velopmental governmental fiscal policies 
were therefore proposed, along with 
other measures, to assure a steadily ris- 
ing national income. These proposals 
aroused fears of a runaway Federal 
budget and debt and an advancing so- 
clalism that would eventually engulf 
private capitalism. 

' Out of the controversy came the Em- 
ployment Act of 1946, which authorizes 
the administration to study and report 
on the course of economic developments 
and to recommend programs to combat 
economic instability and stagnation. In 
this work the President has for his as- 
sistance the Council of Economic Ad- 
visers and its staff, as well as the other 
administrative agencies of the Govern- 
ment. 


Pusric FINANCE AND OUR 
ECONOMIC OBJECTIVES 


In attempting to evaluate the issues 
involved and to find sound and satis- 
factory solutions for our economic prob- 
lems, it is essential for us to decide what 
economic goals we are seeking. Here 
we run the risk of confusing the means 
to ends with the ends in view. Democ- 
racy, however wonderful it may be, is 
certainly not an end in itself. Govern- 
ment of, by, and for the people is only 
a means to the highest growth and 
creative self-expression of the individual 
as a member of a free society. If popu- 
lar government is worth preserving and 
strengthening, it is because it makes 
possible a greater human advancement 
and self-satisfaction than other forms 
of government. 

Capitalism, socialism, and commu- — 
nism are not ends in themselves. As 
types of economic and social organiza- 
tions they can logically be defended 
only if they most effectively provide 
the material and related resources which 
mankind desires. If modern capitalism, 
rationally adapted to meet the chang- 
ing requirements of an evolving social 
order, can outproduce other economic 
systems and bring a higher and more 


. secure level of living than some system 


of socialism, communism, or a dictator- 
ship, the Nation will be foolish to fail 
to develop such an economic organiza- 
tion. But performance, not promises, 
is the logical test of democracy and 
capitalism, and they must demonstrate 
their superiority in furthering our eco- 
nomic objectives if they are to survive 
in the rivalry of competing ways of life. 

Our economy is sometimes described 
as “a mixed economy.” Capitalism is 
not unrestrained, and government ac- 
tion is not unlimited. The individual 
is still important, but the social and 
economic influence of government has 
greatly increased. In the era before us, 
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a prominent role must therefore be as- 
signed to governmental, as well as to 
private, action. 


Government expansion 


Our governments are now spending 
at an‘annual rate aggregating nearly 
$60 billion, over two-thirds of which 
comes out of the Federal budget. The 
total of Federal, state, and local taxes 
is now equivalent to approximately one- 
fourth of the national income. Public 
spending has soared upward primarily 
because of the expenses of wars and 
peacetime national defense measures. 
The Federal, state, and local govern- 


ments are also being required to pro-- 


vide costly social security, public as- 
sistance, .education, highways, health, 
and other services on an increasing 
scale. Inflation raises the cost of gov- 
ernment as well as the cost of living 
for the consumer. 

The pervasive influence of govern- 
ment is a fact which must be admitted 
by every thoughtful citizen, and is, in- 
deed, the result of increasing demands 
for more and more public services. 
Aside from the military services, over 
six million persons are employed by our 
governments, and billions of dollars are 
spent on materials and equipment by 
the units of government. While the 
taxpayers are paying over large sums 
to the Federal, state, and local govern- 
ments to finance their manifold activi- 
ties, those governments are pouring out 
many billions of dollars into the in- 
come stream to those furnishing serv- 
ices and commodities to them .and to 
those who receive public aid. Agri- 
culture, business, communication and 
transportation, banking, the develop- 
ment of natural resources, and many 
other activities are being regulated by 
our governments, and those govern- 
ments also engage in numerous com- 
mercial and semicommercial services. 


In many ways governments are influ- 
encing the economic behavior of con- 
sumers, farmers, workers, business ex- 
ecutives, professional persons, and the 
citizens in general. It therefore be- 
comes necessary to visualize clearly our 
economic and social objectives as a na- 
tion and to make certain that the ac- 
tivities of our governments and their 
financing are consistent with those ob- 
jectives. 


Conflicting aims 


The challenge of this task is tre- 
mendous. It requires rigorous thinking 
and the co-operation of the citizens in 
formulating our goals and attaining 
them, as well as the constructive and 
consistent ‘action of our governments. 
Undoubtedly much of our effort has 
been dissipated in thinking and work- 
ing at cross purposes with each other, 
both in the private sector of the 
economy and in government. Much of 
the friction arises from the rivalries of 
various organized groups and classes 
and from the subordination of the com- 


- mon welfare to that of particular parts 


of the population. For the achievement 
of our economic objectives, a great deal 
more effective teamwork is plainly nec- 
essary. 

The Nation’s economic objectives are 
commonly visualized by economists in 
terms of economic stability and ex- 
pansion. This will require an income 
growing faster than the population and 
flowing out steadily and equitably. As 
to economic stability and expansion 
there is, in general, wide agreement. 
Depressions are not popular, and the 
country wants a sound and sustained 
prosperity that will assure ever higher 
levels of living. There is disagreement, 
of course, on how to produce and main- 
tain an ever rising national income, and 
there is also disagreement on how it 
should be distributed.: The workers, 


~~ 
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farmers, investors, and other groups 
want a bigger share of the national in- 
come. Many organized groups are en- 
deavoring to secure lighter taxes for 
their members and at the same time 
more beneficial expenditures for them. 
We face serious problems of income 
production and distribution. It should 
be apparent, however, that government 
budgets can grow without requiring 
higher taxes only if the national in- 
come grows as fast as or faster than 
the public expenditures financed by 
taxes. . 

Another dilemma arises in the rela- 
tionships of economic stability and ex- 
pansion. Must a stable economy be 
,Stagnant? Must a growing, dynamic 
economy suffer from great economic 
fluctuations? Some compromise in at- 
taining economic stability and expan- 
sion seems to be necessary so that 
neither is sacrificed unduly for the 
other. There is also the question 
whether our economic goals can be re- 
alized within the framework of political 
_democracy and economic freedom, or 
whether it will be necessary to intro- 
duce increasing governmental controls 
and substitute social for private capi- 
talism. 


IMPORTANCE OF Fiscal PoLicy 


In accomplishing the Nation’s eco- 
nomic objectives in a manner consistent 
with the institutions of popular govern- 
ment and private enterprise, a signifi- 
cant role must be ascribed to fiscal 
policy, as this discussion has indicated. 
By fiscal policy is meant the use of 
public finance, or governmental expendi- 
tures, taxes, borrowing, and financial 
administration, to further our’ national 
economic objectives. 

Governments have followed various 
fiscal policies in the past. In the age 
of mercantilism they employed protec- 


tive tariffs, regulatory taxes, and other 
measures to erect a rich and powerful 
national state. The reaction to regi- 
mentation brought laissez faire policies, 
and governments sought to regulate eco- 
nomic activity as little as possible and 
to rely on private initiative to main- ` 
tain a strong and flourishing economy. 
As individualism was found to run to 
excesses, as popular government brought 
to the people a greater control over the 
public purse, and as wars and public 
works. necessitated larger public budgets 
and new taxes, the complexion of pub- 
lic finance began to change. Public ex- 
penditures for the benefit of the masses 
began to be financed with the revenues 
from progressive income and death 
taxes. Taxation came more and more 
to be levied on the basis of popular 
ideas of ability to pay. More of the 
citizen’s. income was taken in taxes, 
and various regulations. were imposed 
upon industry and other segments of 
the economy. 

The newer fiscal policies came into 
popularity with the advent of the Great 
Depression and the efforts of various 


_ nations to smooth out the business cy- 


cle and attain a rising national income. 
Now, through the planning and utiliza- 
tion of public finance, in conjunction 
with other controls, consumption, in- 
vestment, and economic activity are to 
be regulated in a way which will make 
for full employment and steady and 
rising individual incomes. 

Whether these ambitious goals can 
be realized with the help of specific 
fiscal policies is a subject of contro- 
versy. It seems evident, however, that 
the magnitude and scope of public 
finance have grown to such an extent 
that the Nation’s economic goals can- 
not be attained without the constructive 
action of our governments. In this 
symposium the various participants will 
comment upon the relationships of pub- 
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lic finance to the well-being of the 
. economy and will offer suggestions for 
a program of action. While emphasis 
will be placed upon Federal finances, 
because of their overwhelming impor- 
tance today, state and local finances 
“must also be considered and related to 
the over-all problem. 


Public spending 


Whether governmental expenditures 
are a serious drain upon the economy, 
in view of the taxes they occasion and 
their economic effects, or are, on bal- 
ance, a vital income-generating force 
has been a subject of much contro- 
versy. Meanwhile, the tide of public 
spending has, in general, risen higher 
and higher as one war has followed’ an- 
other and as governments have under- 
taken programs of continually expand- 
ing public services. 

Certain public expenditures, as the 
interest on the public debt, are rather 
inflexible and are ordinarily not sus- 
ceptible of much variation as measures 
for fighting inflation or deflation or for 
furthering other economic objectives. 
Expenditures for military, police, and 
fire protection cannot safely fall below 
the minimums adequate for the effective 
protection of persons and property. On 
the other hand, there may be substan- 
tial sums in proposed national defense 
and other outlays which are not im- 
mediately imperative and which can be 
expended at another time with more 
advantage to the economy, assuming 
they are warranted. The problem here 
is one of weighing the possible advan- 
tages and disadvantages of spending 
programs to the economy and making 
certain that, so far as possible, every 
expenditure is consistent with the Na- 
tion’s economic objectives. This in- 
volves the further task of integrating 
Federal, state, and local finances and 


public budgets with the Nation’s ‘eco- 
nomic budget. 

It may be difficult, in a particular 
situation, to decide whether a particu- 
lar activity should be carried on by 
public or private action, and if the for- 
mer, whether by Federal, state, or 1o- 
cal governments acting alone or jointly. 
It is to the economic advantage of so- 
ciety, however, to have each activity 
carried on by the agency which can 
best perform it, as indicated by hon- 
est and intelligent judgments. Govern- 
ments are superior in providing mili- 
tary protection, for example, and in 
commerce and industry private enter- 
prise is ordinarily superior. Data may 
be lacking, unfortunately, to permit a 
comparison of the costs of similar pub- 
lic and private services and to permit 
an evaluation of the relative efficiency 
of the Federal, state, and local govern- 
ments in providing certain services. 


Tax and debt problems 


The tax and debt problems of our 
governments are also serious. The tax- 


_ payers are groaning under the load of 


postwar taxes and are asking for re- 
lief, particularly at the Federal level. 
It is argued that venture capital is be- 
ing dried up, that initiative is being 
smothered, and that the high taxes are 
detrimental to the economy. As a re- 
sult of war and depression financing, 
the Federal debt has grown to such 
proportions that the Nation does not 
seem to know what to do with it. Now 
that debt and the debt of the state and 
local governments in general are again 
increasing. 


CONCLUSION 


In conclusion, the management of 
public expenditures, taxation, and debts 
has become a complex and perplexing 
problem. It is appropriate for the Na- 
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tion to take stock of its financial and 
economic position and to inquire if its 
public finances are consistently moving 
with the economy in the most desirable 
direction. What reforms, if any, are 


essential in governmental finances to 
promote our economic objectives of a 
Stable and growing economy within the 
framework of political and economic 
democracy? 


Alfred G. Buehler, Ph.D., Philadelphia, Pennsylvania, is professor of public finance in 
the Wharton School of Finance and Commerce of the University of Pennsylvania. He 
served as the special editor of the March 1941 issue of Tue ANNALS, “Billions for De- 
fense,” and has contributed articles to other issues. He is the author of Public Finance 
(3rd ed., 1948) and of other books and articles on public finance and taxation. 


The Federal Budget 


By FrANK Pace, JR. 


HE budget of the United States 

transmitted to the Congress last 
January provided. for expenditures of 
$42 billion during the fiscal year 1950. 
Measured by any standard, the Federal 
budget is big—it calls for expenditures 
over four times as large as the last 
peacetime budget in 1939 and sixty 
times larger than the budgets of forty 
years ago. 

The preparation and administration 
of a budget of this size constitutes far 
more than a mere bookkeeping opera- 
tion. It is the embodiment of the total 
program of the Federal Government. 
Thus, budgetary policy can be formu- 
lated ‘and analyzed only in terms of the 
role which the Federal Government is 
playing and must continue to play in 


our: total domestic economic and social ` 


picture and in international affairs. 
There is altogether too much head- 
shaking about the aggregate size of the 
budget, and too little thoughtful: ex- 
amination of why the budget is as 
large as it is and what the practicable 
alternatives in budgetary policy actu- 
ally are. I hope in this article to give 
a brief indication of the reasons for the 
size of the Federal budget, the relation- 
ships between the major Federal pro- 
grams and the. budget, and the prac- 
tical limits within which aie 
policy must operate. 


INCREASE OVER Prewar BUDGETS 


There are five principal reasons why 


our current budgets show such a large 
expenditure increase over ee budg- 
ets: 


Increase in the general price level 


The costs of government operations 
have gone up in the same manner and 


for many of the same reasons that the 
costs of private industry operations have 
risen. Higher prices of materials and 
supplies are directly reflected in. gov- 
ernment procurement. In addition, it 
has been necessary to increase the wages 
and salaries of Federal employees along 
with rising rates of remuneration in the 
private sector of our economy. 

The large rise in prices has been ac- 
companied, however, by an even larger 
percentage increase in money incomes 
of our citizens in general. Thus the 
national income, out of which taxes are 
paid, is very much higher today than 
before the war. Current budget ex- 
penditures, in dollars, are over four . 
times higher than in the last prewar 
years, but they are roughly 20 per cent 
of national income today compared with 
13.2 per cent in 1939. Even at this 
higher level, they constitute a smaller 
proportion of national income than in 
most other leading countries. 


Expansion of the national debt 


Primarily as a result of heavy Treas- 
ury borrowing to finance World War II, 
our national debt now stands at $252 
billion, or more than six times the debt 
in 1939. This means that interest pay- 
ments at $5.5 billion are roughly six 
times what they were before the war. 


Enlarged responsibilities to veterans 


There are now some 19 million vet- 
erans compared with 4 million in the 
prewar period. The grave responsibili- 
ties of the Government for seeing that 
adequate opportunities are given to 


. these men to re-establish themselves in ` 


8 


civilian life, and for seeing that proper 
care is given to those who suffered 


physical or mental injury, will mean 
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expenditures for veterans’ services and 
benefits of about $6 billion in 1950 com- 
_ pared with $559 million in 1939. 


International responsibilities 


_ The devastation of the war and the 
great danger of chaos and political dis- 
integration in important areas of the 
world have forced this country, as a 
matter of self-protection, to undertake 
extensive programs to help other na- 
tions to recover their economic health. 
In the prewar period expenditures of 
this nature were insignificant, but this 
year they will amount to over $6.5 
billion. 


National defense 


Most important of all in accounting 
for the rise in budget expenditures are 
increased requirements for military and 
other national security programs. This 
year expenditures for national defense 
will approximate $14 billion, or about 
one-third of total budget expenditures, 
compared with $1 billion in the prewar 
period. 

The five factors listed above are the 
major reasons for the size of our cur- 
rent budgets. One frequently assumed 
reason is missing, namely, a large ex- 
pansion in the domestic social and eco- 
nomic programs of the Government. 
It is missing for the reason that in this 
postwar period such programs have been 
held to minimum levels. The four items 
—interest, veterans’ benefits, interna- 
tional aid, and national defense—ac- 
count for 76 per cent of the total 
budget, or $31.9 billion. All the re- 
maining programs of the Federal Gov- 
ernment, totaling roughly $10 billion 
or 24 per cent of the total budget, have 
increased less since before the war than 
the rise in the general level of prices, 
despite the fact that this total includes 
such new and important programs ‘as 
that for atomic energy. 

Too few of the American people re- 


alize the extent to which these other 
activities of the Government have been 
limited since the war. In many cases 
these programs have been held to lev- 
els making adequate maintenance of 
existing plants and equipment impos- 
sible, or to levels which preclude worth- 
while activities or projects which would 
Serve to increase the productivity of 
our economy and the welfare of our 
people. This instance of expenditure 
control by the President and the Con- 
gress has been dictated to a consider- 
able degree by the heavy expenditures 
in the other four fields mentioned above. 
It needs to be kept clearly in mind in 
any discussion of the size of govern- 
ment expenditures or their reduction. 


REDUCING FEDERAL EXPENDITURES 


The magnitude of postwar Federal 
expenditures has focused increasing at- 
tention on methods for reducing those 
expenditures. During the first two 
years after the termination of hostili- 
ties, expenditures were reduced from 
the wartime peak of $98.7 billion in the 
fiscal year 1945 to $39.3 billion in 1947. 
Since that time, reductions have been 
more than offset by the effects of ris- 
ing prices and pay scales and by pro- 
gram expansion in some areas, particu- 
larly international affairs and finance 
and national defense. 

Demands are commonly made for ex- 
penditure reduction by across-the-board 
cuts in Federal personnel. The authors 
of these demands apparently assume 
that the many agencies of Government 
harbor thousands of employees who 
could be eliminated without any serious 
reduction in government services. 

An analysis of Federal employment 
shows, however, that of the approxi- 
mately 2,100,000 total civilian em- 
ployees, about 900,000 are in the Na- 
tional Military Establishment (largely 
Navy yards, ordnance plants, and so 
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forth), 200,000 in the Veterans Ad- 
ministration, and over 500,000 in the 
Post Office Department. All other Gov- 
ernment operations employ only about 
500,000. Even if personnel employed 
on these remaining programs were cut 
in half, the reduction in Federal ex- 
penditures would amount to less than 
$1 billion. Such reductions, of course, 
would paralyze or destroy many essen- 
tial government activities. Even if the 
total Federal pay roll, amounting to 
about $6.5 billion in 1950, were reduced 


by 10 per cent, the total saving would ` 


be $650 million, or less than 2 per cent 
of total Federal expenditures. 
Basically, the’ problem of reducing 
government expenditures may be ap- 
proached in three principal ways—by 
improvement in organization and ad- 
ministration, by a reduction in pay 
rates and in prices paid, or by the 
curtailment or elimination of programs. 


Improvement in organization and ad- 
ministration 


The forward-looking work of the 
Commission on Organization of the Ex- 
ecutive Branch of the Government has 
stimulated widespread interest in the 
economies possible through improved 
organization and management. In its 
eighteen reports to Congress, the Com- 
mission submitted 277 recommendations 
affecting every department and agency 
of Government. These recommenda- 
tions include the elimination of over- 
lapping functions and duplicating ac- 
tivities, centralization of authority and 
responsibility, provision of adequate 
staff assistance and selection of higher- 
caliber personnel, better co-ordination 
through regrouping of related activities, 
more widespread use of business-type 
budgets, and many others. 

Under the authority conferred on him 
in the Reorganization Act of 1949, the 
President has already forwarded -to the 
Congress several reorganization plans to 


carry out a number of the Hoover Com- 
mission proposals. He has also recom- 
mended legislation necessary to effectu- 
ate many others. Over a hundred of 
the Commission’s recommendations can 
be adopted through administrative ac- 
tion alone, and some of these have al- 
ready been put into effect. 7 

The problem of improved manage- 
ment is under continuous study by spe- 
cialized staff in the Bureau of the 
Budget and the various agencies. Fur- 
ther reorganization plans and legisla- 
tive proposals will be submitted from 
time to time, and administrative changes 
will be made wherever significant im- 
provements in organization appear pos- 
sible. | 

These changes cannot be expected to 


-result in major savings in the immedi- 
‘ate future. Through improved adminis- 


tration, they will make it possible to in- 
trease efficiency and reduce expendi- 
tures over a period of time. Even in 
the long run, the possibilities for sav- 
ings are more limited than is commonly 
believed. 

Savings through increased efficiency 
must necessarily be derived from the 
administrative expenditures of the Gov 
ernment. In many areas, these are a 
relatively: small percentage of the total. 
For example, under the Federal Aid 
Highway ‘Act of 1948, the administra- 
tive and research expenditures, in con- 
nection with grants-in-aid to states for 
highway construction, estimated at $440 
million in 1950, may not exceed 3.75 
per cent of the total appropriation. In 
the distribution of nearly $2.2 billion 
of vocational rehabilitation and educa- 
tional benefits for veterans in 1950, the 
Veterans Administration will incur ad-. 
ministrative expenses of only about $77 
million, or roughly 3.5 per cent of the 
disbursements. 

There are, nevertheless, several areas 
in which substantial savings are likely. 
These are the activities involving heavy 
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concentration of personnel or particu- 
larly difficult problems of co-ordination, 
such as in the Post Office Department, 
national defense, natural resources de- 
velopment, and the provision of medical 
services. A steady and sustained effort 
will continue to secure full advantage 
of the reorganization legislation enacted 
by the Congress last June in these and 
other areas. 


Reduction in pay rates and prices paid 


The second possible source of economy 
is a reduction in wages and prices paid. 
Given prevailing pay rates in private 
business, economies from lowering Fed- 
eral pay are unwise, and any substan- 
tial saving of money would be impos- 
sible. The Government’s wage and 
salary scale is now fairly well in line 
with the prevailing scale outside the 
Government, except for the top execu- 
tive positions and the higher adminis- 
trative and professional grades. At 
these levels, the government employee 
endures a serious income disadvantage. 
If economies should be sought through 
reduction in the remuneration of gov- 
ernment employees in general, the Gov- 
ernment could not successfully compete 
`. with other employers in attracting able 
and efficient personnel, and the quantity 
and quality of output would decline. In 
addition, it was pointed out earlier that 
since salaries and wages paid to civilian 
government employees represent slightly 
less than one-sixth of Federal expendi- 
tures, even a heavy cut in pay rates 
would result in only a small percentage 
of saving in terms of total expenditures. 

It may be possible in some instances 
to secure lower prices on procurement 
items, particularly under the leadership 
of the General Services Administration 
authorized under recent law. As in the 
case of the Federal pay, however, it is 
unlikely that any really substantial sav- 
ings can be made from this source, since 
the Government has already obtained 


most .of the price advantages accruing 
to large purchasers. 


Curtailment or elimination of programs 


If substantial expenditure reductions 
cannot be found in improved operation 
and management or reduced wages and 
prices paid, then such reductions are 
practicable only through the curtailment 
or elimination of programs. It should 
be incumbent, however, upon those who 
call for major expenditure reductions to 
specify what programs they would cut. 

As previously indicated, estimated 
1950 expenditures for all programs 
other than national defense, interna- 
tional affairs, veterans, and interest on 
the debt, amount to about $10 billion. 
Included in this $10 billion are social 
welfare, health and security, education, 
housing, agriculture, natural resources, 
transportation and communication, and 
general aids to labor and business, plus 
all expenditures for the legislative and 
judicial branches of the Government. 
Yet these programs are usually singled 
out for attention by those who would 
cut the Federal budget by five or ten 
billion dollars, or some other figure 
conveniently pulled out of the air. It 
is obvious that savings of such a magni- 
tude in this area are impossible. 

As the President has said, “The 
budget of the United States Govern- 
ment is large because its responsibili- 
ties are large.” ‘The present level of 
expenditures can be reduced substan- 
tially only if the people’ and the Con- 
gress are prepared to reduce the extent 
to which the Federal Government meets 
its responsibilities. 


PROBLEMS OF BUDGET MANAGEMENT 


Because of the size of the budget and 
the complex interrelationships among 
the programs it embodies, the manage- 
ment of the budget has become an ex- 
ceedingly difficult task. Revenues and 
expenditures cannot be adjusted at will 
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so as to achieve any desired relation- 
‘ship between them. ‘The structure of 
Government is so closely interwoven 
with the political, social, and economic 
fabric of the country that practically 
any adjustment, in either revenue or 
expenditure, . becomes a critical public 
issue. 


Inflexible and uncontrollable expendi- 
tures 


One major problem of budget man- 
agement is the degree of inflexibility 
and uncontrollability which character- 
izes a large part of the Federal budget, 
particularly within any single year. 
Programs totaling about $10 billion in- 
volve fixed commitments of the Federal 
Government. Perhaps the best illustra- 
tion of such commitments is interest of 
$5.5 billion on the public debt. This 
item, depending on the amount of the 
debt and the rate of interest, naturally 
will change very little from one year to 
another. Veterans’ pensions amounting 
to $2.1 billion represent another in- 
flexible item. Grants-in-aid of nearly 
$2.5 billion for the most part require 
that the Federal Government match 
funds expended by states for various 
purposes, such as public assistance, 
highways, and hospital construction. 

Veterans’ readjustment benefits will 
involve expenditures of over $2 billion 
in 1950. Although this is a temporary 
program, the expenditures are deter- 
mined largely by the number of veter- 


ans applying for such benefits and the 


type of assistance requested. 

Natural-resources development involv- 
ing expenditures of $1.9 billion include 
principally’such long-range programs as 
atomic ‘energy, flood control, and recla- 
mation, which cannot be turned on and 
off without serious economic waste. 

Tf to these relatively inflexible and un- 
controllable expenditures totaling $14.1 
billion are added national defense ex- 
penditures of $14.3 billion and interna- 


tional affairs expenditures of $6.7 bil- 
lion, the resulting total is $35.1 billion, 
leaving only $6.8 billion to cover what 
might be regarded as the more con- 
trollable programs. Even some of these 
programs involve an appreciable ex- 
penditure lag, so that if the authorizing 
legislation were repealed by the Con- 
gress, substantial expenditures would 
continue for at least another year. 
Thus, the area within which changes 
in budget policy can be carried out is 
relatively narrow, and within that area 
such changes can be effected only at a 
relatively slow rate. Hence, the pos- 
sibilities of ‘‘managing” the budget 
within any particular fiscal period are 
much more limited than is generally 
recognized. 


Group interests 


Budget management is inevitably in- 
fluenced -by the interplay of political 
pressures, as they impinge both on the 
Congress and on the executive depart- 
ments. ‘The tremendous political ap- 
peal, at the moment, of most of the 
relatively large programs, such as flood 
control and river and harbor projects, 
national defense, and veterans’ benefits, 
complicates the task of controlling 
budget expenditures and securing the 
most effective utilization of each dollar 
spent. The President has authority, of 


‘course, to limit the allocation of funds 


under specific appropriations, but he. is 
not authorized to transfer funds saved 
out of one appropriation to other pro- 
grams, or to spend more for any pro- 
gram than has been specifically author- 
ized and appropriated. 

The greatest hope for meeting this 
problem (for it can never. be com- 
pletely eliminated in a democracy) is 
a more widespread public understand- 
ing of the facts behind these political 
issues. Such a basis of public under- 
standing is the soundest foundation on 
which to establish a balanced Federal 
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program, within which the legitimate 
proposals of particular groups can be 
appropriately recognized and harmo- 
nized. 


Open-end programs 


The problem of budget management 
is further complicated by the existence 
of a number of open-end programs, for 
which expenditures are largely deter- 
mined by forces outside Government. 
Not only are expenditures for these pro- 
grams largely uncontrollable, but they 
are frequently subject to rapid and un- 
predictable change. Expenditures of 
the Commodity Credit Corporation, for 
example, occur principally through loans 
on and purchases of farm commodities 
to support and stabilize farm com- 
modity prices. The volume of these 
expenditures depends on such unfore- 
seeable and uncontrollable elements as 
crop yields and market demands at 
home and abroad. 

Under such circumstances, errors in 
estimating expenditures can be substan- 
tial, as illustrated by the estimates of 
price-support expenditures for the fiscal 
year 1949. Receipts of $38 million 
were estimated for this program in the 
January 1948 budget, but because of 
abnormally high crop yields there were 
net expenditures of $1,628 million in- 
stead of net receipts. 

Other major open-end programs in- 
clude mortgage purchases and business 
loans administered by the Reconstruc- 
tion Finance Corporation, other loan 
programs, and certain grants-in-aid to 
State governments, such as matching 
grants depending on state contributions 
or grants for the administration of un- 
employment compensation depending on 
the level of unemployment. 

Such programs seriously limit the 
area within which accurate advance 
budget planning can be carried out, 
and complicate the achievement. of 
budget objectives. 


Fiscal policy considerations 


Within the limits set by these other 
aspects, budget management must give 
major attention to over-all fiscal policy 
objectives. In withdrawing purchasing 
power from the income stream and re- 
injecting it at an annual rate of over 
$40 billion, the Government has become 
the most significant single factor influ- 
encing the economy. The principal ob- 
jective of government policy, aside from 
national security, must be to maintain 
the economy in a sound and healthy 
condition. Budget policy is not a 
panacea, but it is the most important 
instrument available to the Government 


` to assist in achieving this objective. 


During the postwar inflationary pe- 
riod, the substantial budget surplus at- 
tained in part through rigorous limita- 
tion of expenditures constituted our 
most significant weapon against run- 
away prices. With the passing of the 
inflationary threat, Federal expendi- 
tures have been operating as a positive 
and important sustaining force. 


THE OUTLOOK FOR THE BUDGET 


A realistic appraisal of the budget 
outlook must begin with the realization 
that if there is to be any significant 
reduction in Federal expenditures, it 
must be obtained through the curtail- 
ment or elimination of programs. Na- 
tional defense and international relief 
and rehabilitation are two conspicuous 
areas in which changing future require- 
ments, as determined by the degree of 
international recovery and the strength 
of the forces working ‘for peace, may 
permit substantial cutbacks. Some re- 
duction in veterans’ benefits should also 
be possible as veterans complete their 
education and their readjustment to 
civilian life, 

There are other areas, however, in 
which the needs for Federal expendi- 
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tures mąy increase. This will occur 
partly because in the postwar years we 
have deferred many expenditures which 
cannot be delayed much longer, and 
partly because the economy of the coun- 
try will continue to expand, and the 
various Federal responsibilities will nec- 
essarily expand along with such growth. 
Concomitantly, of coutse, as our na- 
tional income increases with higher pro- 
ductivity and a larger labor force, the 
-yields from any given set of tax rates 
will increase. 


Thus the problem of budgeting for a 
democratic and prosperous America is, 
and will continue to be, a constantly 
changing one of adapting our fiscal 
policy to the needs and desires of the 
Nation. Its elements are wise choices 
as to programs and a constant effort 
to administer these programs with the 
greatest possible efficiency and economy. 
The budget, as the embodiment of the 
total Federal program, will serve as a 
major instrument. in RENE these 
ends. 
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State and Local Finance 


By Roperr S. FORD 


OR a number of years prior to 
World War II, state and local ex- 
penditures ranged between 10 and 15 
per cent of the national income and ac- 


counted for about 50 per cent of total - 


governmental expenditures. Such fig- 
ures Offer striking testimony as to the 
significance of these two levels of gov- 
ernment. In these days of huge budg- 
ets for the National Government there 
is need to re-emphasize the importance 
of non-Federal fiscal activities. 

It is a well-known fact that Federal 
finance assumes the major role in pe- 
riods of war. In 1913 state and local 
governments accounted for 72 per cent 
of the total $2.5 billion of government 
spending. During World War I Fed- 
eral expenditures catapulted and even 
in 1919 represented 87 per cent of the 
total amount spent by all units. By 
1932 state and local spending had risen 
to 65 per cent of the over-all $13 bil- 
lion total. Although the state and local 
proportion declined during the depres- 
sion and the era of the New Deal, they 
still accounted for 50 per cent in 1935 
and in 1940. During World War II 
the experience of the First World War 
was repeated, with Federal expenditures 
rising to 89 per cent of the $112.5 bil- 
lion spent in 1945. The relative fiscal 
importance of state and local govern- 
ments rose again after the war and in 
1947 represented 28 per cent of the to- 


tal $59 billion in government spending. 


It is likely that expenditures of the 
National Government will continue at 
a high level for many years because of 
the financial obligations to veterans, 
the insecurity in international affairs, 
and the payments. incident to a $250 
billion debt. They will also be affected 


+ 


by the trend in economic conditions. 
On the other hand, indications are that 
the level of state and local spending is 
considerably above that in 1947, and it 
will continue’ to rise if the national in- 
come remains high. 

With this background on the com- 
parative role of the various levels of 
government, we shall now turn to a 
brief characterization of state and lo- 
cal expenditures and the development 
of their tax systems. 


NATURE OF STATE AND LOCAL ` 
EXPENDITURES 


The 48 states and 155,000 units of 
local government finance and adminis- 
ter a wide range of activities, most of 
which involve frequent and close con- 
tacts with the average citizen. These 
include education of our youth in the 
public schools and in many universi- 
ties and colleges, construction and main- 


‘tenance of arterial highways and local 
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roads and streets, police and fire pro- 
tection, financial assistance for the in- 
digent and the unemployed, care of 
mentally afflicted and tuberculous per- 
sons, protection of the public health, 
and other activities too numerous to 
mention. 

A mere listing of the chief types of 
services performed at the state and lo- 
cal levels suggests that expenditures for 
these purposes are relatively inflexible. 
Whether we have prosperity or depres- 
sion, war or peace, the need continues 
for education, public health and sani- 
tary regulation, police and fire protec- 
tion, and care of the afflicted and handi- 
capped. A large part of state and local 
expenditures are made for these pur- 
poses. In 1942, which is the latest vear 
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for which complete figures are available, 
about 33 per cent of total operating 
costs were for schools, 29 per cent were 
for hospitals, public welfare, correction, 
and health, and*10 per cent for police 
and fire protection. These activities, 
which cannot be readily contracted, ac- 
counted for 72 per cent of total op- 
erating costs. 

Although the demand for these par- 


ticular services is relatively inelastic, - 


total state and local expenditures tend 
to expand in prosperous times and to 
contract in depressions. Ordinarily, the 
increase is chiefly attributable to ex- 
pansion of plant and facilities for high- 
ways, school buildings, hospitals, and 
so forth. The larger plant necessitates 
a higher level of operation and mainte- 
nance charges, and as a result the de- 
crease during a depression will not 
ordinarily be as great as the preceding 
increase. Moreover, such expansion is 
usually financed by borrowing, and pay- 
ments on principal and interest must be 
met in later years. Debt service con- 
stitutes an important factor in state 
and local budgets, having amounted to 
about 14 per cent of total expenditures 
in 1942. 

A significant item for the states is 
that of financial assistance to local 
units in the form of grants-in-aid and 
state-collected locally shared taxes. For 
1948 the United States Census Bureau 
reports that these transfer payments 
amounted to $3.2 billion including Fed- 
eral grants to states,t which was about 
30 per cent of total expenditures of all 
states. As a transfer agency, no other 
level of government is as important as 
the states. These funds are turned 
over to local units primarily for the 


1 In 1948 the states received $1.4 billion 
from the Federal Government. U. S. Bureau 
of the Census, Summary of State Government 
Finances in 1948, State Finances: 1948, No. 1 
(May 1949), p. 2. Some of this was used for 
state functions and not returned to Jocal units. 


financing of schools, highways, and wel- 
fare. The transfer payments of local 
units consist for the most part of in- 
terest on debt and aid to the indigent. 


DEVELOPMENT oF STATE AND LOCAL 
Tax SYSTEMS 


Some of the chief problems confront- 
ing state and local governments can be 
more easily understood in the light of 
historical perspective. It seems perti- 
nent, therefore, to review briefly some 
of the high points in the development 
of the tax systems at these two levels. 


State 


Historically the property tax was the 
backbone of both state and local sys- 
tems, providing practically all the tax 
revenue of local units. After the First 
World War the need for additional 
revenue led to some diversification, 
with six or seven states adopting the 
personal income tax and about one- 
fourth of them adopting the inheritance 
tax or imposing it on direct heirs for 
the first time. Of greater significance 
than the new taxes were the efforts to 
correct some of the inequities .of the 
property tax and to increase revenues 
from this source. Chief examples of 
this were the inauguration of better 
assessment practices and procedures, 
adoption of the classified property tax 
by a number of states, and the segrega- 
tion of intangibles for low-rate taxa- 
tion.? 

The decade of the 1920’s was marked 
by a great increase in tax revenues from 
motorists, in all the states. Four states 
enacted a personal income tax, bring- 
ing the total to fourteen in 1929. Sev- 
erance taxes on the extraction of min- 
erals and crude oil were also imposed 
by a few states. Another significant 


2 Carl Shoup, Roy Blough, and Mabel New- 
comer, Facing the Tax Problem (New York: 
Twentieth Century Fund, 1937), pp. 33 f. 
40 Í., 45. 
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development in that period was the in- 
itiation of the state sales tax move- 
ment when West Virginia adopted a 
gross sales tax in 1921. There were 
no other adoptions until 1929, when 
Georgia and Mississippi imposed taxes 
of this general character. 

Profound effects on state tax systems 
were exercised by the depression of the 
1930s. With the collapse in real estate 
values and the sharp decline of income 
during those years, property tax de- 
linquency rose to unprecedented pro- 
portions. A number of states either 
dropped their levy on real estate or re- 
duced it sharply, thereby making it 
primarily a local tax. 

In 1933 the sales tax movement de- 
veloped into a “stampede,” with twelve 
states adopting it primarily to provide 
increased financial assistance to local 
units as a means of relieving the prop- 
erty tax burden, and to obtain funds 
for state participation in the Federal 
program of welfare and relief. The 
personal income tax also spread rapidly 
during those years, with its adoption in 
15 additional states, bringing the total 
to 29 in 1937. A similar increase oc- 
curred in the number of states impos- 
ing an income tax on corporations. 
Following the repeal of prohibition in 
1933, most states enacted some type of 
liquor tax. Initiation of the Federal 
social security program in 1935 led to 
the adoption of state pay-roll taxes in 
order to participate in the plan for un- 
employment compensation and old-age 
and survivors’ insurance. 

The taxes that have been listed above 
provide the framework within which 
state tax systems have developed. No 
important new taxes have been intro- 
duced in recent years, and the changes 
have been principally in wider adop- 
tions or changes in the rates of exist- 
ing taxes. 

In 1948 five types of revenue sources 
` provided 73 per cent of total state reve- 


nues from taxation. In that year, out 
of total tax collections of $6.8 billion 
(excluding the $1 billion in pay-roll 
taxes), 22 per cent came from retail 
sales (21 states) and gross receipts (11 
states) taxes; 19 per cent came from 
the tax on motor vehicle fuel (all 
states); 16 per cent was derived from 
the corporate and personal income taxes 
(34 states); motor vehicle and opera- 
tors’ licenses (all states) produced 9 
per cent of tax revenues; and alcoholic 
beverage sales and licenses (all states) 
accounted for 7 per cent.® 


Local 


Local tax systems are based largely 
on the general property tax. Under the 
impact of the depression, however, the 
tax on real estate practically collapsed 
in many localities. Property tax de- 
linquency was very high throughout the 
entire country, the average for all states 
being 20 per cent on the state and local 
levy for 1932~33.4 

Local governments found it impos- 
sible to obtain sufficient revenue from 
this source, and indeed it seemed that 
the upper limit of the property tax had 


»been reached. While some of the cities 


adopted other taxes, this was not fea- 
sible for most units, and the only al- 
ternative appeared to be an increase in 
state and Federal grants-in-aid. 

The growth in state financial assist- 
ance after 1932 is one of the outstand- 
ing features in state and local finance. 
While revenue from the local property . 
tax was approximately the same in 
1942 and 1932—-namely, $4.5 billion— 
state aid doubled and rose from $915 
million to $1.8 billion. This includes 


3 Commerce Clearing House, Inc., Tax Sys- 
tems, Eleventh Edition (Jan. 1948). Percent- 
ages computed from data contained in Facts 
and Figures on Government Finance, 1948-49 
(New York: The Tax Foundation), p. 73. 

4U. S. Bureau of ‘the Census, Realty Tax 
Delinquency (1934), Vol. I, pp. 6 f. and 
passim. i 
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both grants and shared taxes, which 
are not repcrted separately by the Cen- 
sus Bureau, as well as Federal funds. 
By 1946 state aid had risen to $2.1 bil- 
lion, and in 1948 it amounted to $3.2 
billion.® 

Between 1932 and 1947 local units 
were also developing a number-of mis- 
cellaneous charges and taxes, although 
the yield was not large—$379 million 
in 1946. This trend, however, turned 
into a majoz development in 1947, with 
action being taken on a state-wide basis 
in a number of states. Municipalities 
all over the country are adopting vari- 
ous kinds of taxes, licenses, and spe- 
cial charges. These include income 
taxes, which have become especially 
popular in Pennsylvania; retail sales 
taxes, which have been particularly 
appealing in California; business and 
occupation licenses; taxes on amuse- 
ments, public utilities, cigarettes, alco- 
holic beverzges, and hotel rooms; park- 
ing meter fees; and so forth. In all 
instances they are predicated on the fact 
that local taxes supplementary to the 
property tax are necessary and that 
funds from state aid and shared taxes 
are insufficient. 


STATE AND LOCAL PROBLEMS 


From the preceding material it is 
evident that state and local govern- 
ments are faced with budgetary prob- 
lems of considerable magnitude. Many 


5U. S. Bureau of the Census, Historical Re- 
view of State and Local Government Finances, 
State and Local Government Special Studies 
No. 25 (Junz 1948), p. 13; and Census Bu- 
reau, Summary of State Government Finances 
in 1948, op. cit., p. 2. 

8 International City Managers Asso., The 
Municipal Year Book 1948 (Chicago), p. 
179; Calif. State Board of Equalization, Di- 
vision of Research and Statistics, More City 
Sales Taxes (March 1, 1949), p. 1; Chester 
B. Pond, “Municipal Taxes on Selected Com- 
modities and Services,” Bulletin of the Na- 
tional Tax Association, Vol. XXXIII, No. 2 
(Nov. 1947). pp. 40-45. 


of these problems are economic in char- 
acter, some are attributable to social 
changes, while others are more or less 
of a political nature. More specifically, 
they arise out of the difficulty of ob- 
taining sufficient revenues to finance 
the increase in governmental activities, 
the difficulty of controlling public ex- 
penditures, the complexity of the local 
government structure, the wide varia- 
tions in economic resources within units 
of government, and the development of 
intergovernmental fiscal and adminis- 
trative relationships. This is an im- 
posing array of problems, and it is not 
the intention to consider them here. 
Many of the issues involved can be 
summarized and brought to a focus in 
three problems connected with state 
and local tax systems, the growth of 
state aid, and fiscal policy, which will 
now be considered. 


State and local tax systems 


There are thousands of local tax sys- 
tems in the ‘United States—cities, vil- 
lages, counties, townships, and so forth 
—in addition to the 48 state systems. 
While not all of the 155,000 local units 
constitute separate taxing districts, they 
are revenue-raising and spending units 
by virtue of their authority to levy spe- 
cial assessments, to determine and col- 
lect utility rates, or to receive revenue 
that some other unit of government 
must raise and turn over to them for 
expenditure. “Local tax systems pre- 
sent a highly decentralized pattern, 
which is a reflection of the heterogene- 
ous structure of local government con- 
sisting of approximately 16,000 incor- 
porated places, 3,000 counties, 19,000 
towns and townships, 109,000 school 
districts, and 8,000 special districts. 
Many of these units are not large 
enough in terms of population and 
taxable capacity to provide services in 


TU. S. Bureau of the Census, Governmental 
Units in the United States, 1942 (1944), p. 9. 
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an economical and efficient manner. 
In a large number of states the aver- 
age citizen is subject to three layers of 
local government: (1) the county, (2) 
the city or village (urban) or township 
(rural), and (3) the school district. 
Under these circumstances there is ob- 
viously no such thing as a typical local 
tax system. 

The states likewise present a high 
_ degree of diversity, either through the 
variety of taxes imposed or through 
the relative reliance placed on certain 
major taxes. In general, the means of 
financing state government can’-be seen 
from the relative importance of various 


taxes for all states, which was listed. 


previously, but it does not illustrate a 
typical system. 

~ The relatively inflexible character of 
state and local services and expendi- 
tures has made it necessary to place 
the emphasis on stability in the selec- 
tion of revenue sources. Consequently, 
state and local. tax systems are based 
largely on sales and excise taxes, gross 
income: taxes, property taxes, licenses 
and fees to do business, and similar 
levies. While these taxes are often 
criticized because of their regressive 
character, they are not subject to the 
highly variable yield of a net income 
tax. Furthermore, the heavy reliance 
by the Federal Government on income 
taxation places certain limitations: on 
the extent to which this can be used as 
a revenue source for the states. 

In the selection of revenue sources 
the question arises as to whether there 
should be separation of state and local 
revenue sources or whether the two 
should be more closely co-ordinated. 
When the states relied heavily on the 
property tax, the state rate was sup- 
plementary to and superimposed upon 
local rates. Local officials collected 
both the state and the local tax and 
transferred the state’s share to it. Such 
new taxes as were adopted were col- 


“lected and used by the states. 


With 
the expansion of local tax systems in 
recent years, the co-ordination problem 
has again become important. 

The short experience with new types 
of local taxes indicates that. large 
amounts of revenue can be obtained 
from low-rate local sales and gross in- 
come or pay-roll taxes, particularly in 
the larger cities._ However, they have 
not replaced any local levies, and are 
simply additions to an already compli- 
cated local tax structure. Furthermore, 
they may eventually create serious prob- 
lems in the field of intergovernmental 
fiscal relationships, with the Federal 
Government and many states impos- 
ing a tax on net income. Although such 
levies are probably not too objection- 
able as long as the rates are low, many 
students of the problem do not favor 
local sales and income taxes.’ 

In passing, reference should also be 
made to the matter of Federal and 
state relationships in the selection of 
revenue sources. This is a highly con- 
troversial field, in which many types of 
recommendations have been made. It 
will suffice merely to point out that the 
Federal tax system must also be con- 
sidered in any comprehensive analysis 
of state:and local problems.® 


Growth of state aid 


Another important problem arises in 
connection with the growth of state aid 
to local units, which in 1948 accounted 


8 See for example the Report of the Joint 
Committee of the American Bar Association, 
the National Tax Association, and the Na- 
tional Association of Tax Administrators, The 
Coordination of Federal, State and Local 
Taxation (1947), pp. 99, 101; and William 
J. Shultz and C. Lowell Harriss, American 
Public Finance (fifth ed., New York: Pren- 
tice-Hall, Inc., 1949), p. 716. 

®For a significant study of this problem, 
see the Report of the Joint Committee of the 
American Bar Association, the National Tax 
Association, and the National Association of 
Tax Administrators, op. cit. 
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for 30 per cent of total state expendi- ` 
tures. The grant-in-aid serves a very 
useful purpose in bridging the gap be- 
tween the appropriate spending unit 
and the most efficient tax-raising unit. 
However, there are potential dangers in 
grants insofar as they tend to stimulate 
extravagant expenditure—by supplying 
funds without directly discernible bur- 
den to local taxpayers—and to under- 
mine local responsibility. Furthermore, 
grants may lead to overexpenditure for 
the particular functions receiving as- 
sistance. 

In a large number of states, financial 
assistance to local units—grants and 
shared taxes—has increased steadily for 
the past fifteen years. As a result of 
this trend, many public officials and citi- 
zens are coming to hold the view that 
beyond a certain point, additional funds 
for local government should be the re- 
sponsibility of local units. 

The approach to this problem made 
in the state of New York represents one 
of the most significant developments in 
the American .states. One of the ob- 
jectives of the so-called “Moore Plan,” 
adopted in 1946, was to check the in- 
definite growth of state aid, which took 
55 per cent of state taxes in 1946-47. 
This was to be achieved through es- 
tablishment of a system of lump-sum 
grants on a per capita basis in place 
of the former system of shared taxes. 
Two stabilization reserve funds were 
created for state purposes and for local 
assistance. In the following year the 
local taxing power was considerably 
broadened to cope with the wide di- 
versity in local needs. Along with 
these changes, the extent of participa- 
tion by the state in financing certain 
functional grants was revised, with the 
state increasing its grants for schools 
and assuming 80 per cent of welfare 
costs and all the cost of snow removal 
on state highways. 

While shared taxes were discontinued 
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in principle, the counties, excluding 
those comprising the city of New York, 


‘receive appropriations equal to the dis- 


tributive shares they would have re- 
ceived ordinarily from the gasoline tax 
and the motor vehicle registration fee. 
For New York City, the distribution of 
motor vehicle fuel taxes and motor 
vehicle license fees is considered as 
part of the local assistance distribu- 
tion.*° The new excises authorized for 
local units are consumption taxes—re- 
tail sales, passenger motor vehicles, ad- 
missions to amusements, and so forth. 
While not expressly provided by law, 
the income tax is reserved to the state. 

One other phase of the state aid 
problem should be noted. The great 
bulk of state aid funds are absorbed at 
the local level by the three functions of 
education, highways, and welfare. Any 
significant check, therefore, will have to 
occur in these areas. It is unlikely, 
however, that there will be a decrease 
in the total amount spent for these 
functions, as all the indications point 
toward a continued increase. 

Thus, a reduction in state aid would 
have to occur through state assumption 
of the function or at least of that part 
of the function in which the state-wide 
aspect is clearly distinguishable from 
the local aspect. In the case of public 
education there is no clear-cut differ- 
entiation between the two, although the 
state interest is strong, with emphasis 
on local administration.: Local and 
state-wide interests in highways are 
more discernible in the distinction be- 
tween local roads and streets and ar- 
terial highways, although in most states 
there is some subsidization of local 
roads. The state interest seems to 

10 Robert F. Steadman, “Recent Develop- 
ment in State-Local Fiscal Relations in New 
York State,” Bulletin of the National Tax 
Asso, Vol. XXXII, No. 7 (April 1947), pp. 
198-204; New York Dept. of Taxation and 


Finance, Annual Report of the New York = 
State Tax Commission, 1946-47, pp. 19-24. 
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predominate in the case of welfare, and 
this is being recognized in a number of 
states. For example, in New York the 
state now pays 80 per cent of the costs 
of public assistance (general relief, old- 
age assistance, aid to dependent chil- 
dren, and aid to the blind). In Michi- 
gan a minimum of 50 per cent of the 
costs of public assistance (same items 
as in New York) is paid by the state 
in all counties, and it may extend up to 
100 per cent, depending on local fiscal 
capacity. 


Fiscal policy 


In general, state and local financial 
practices have followed the movements 
of the business cycle, with taxes, bor- 
rowing, and expenditures expanding in 
good times and contracting during de- 
pression. ‘Thus the practices of state 
and local units have tended somewhat 
to aggravate cyclical swings in eco- 
nomic conditions. This type of policy 
has been necessary, however, for a num- 
ber of reasons. 

. In the first place, adoption of a 
counter-cyclical policy would necessi- 
tate credit resources which are not 
available to state and local units. 
These units stand in sharp contrast to 
the Federal Government with its control 
of the currency and credit system. 
Many state constitutions contain a 
prohibition against borrowing in excess 
of some specified low figure. The limit 
to the amount of debt that can be in- 
curred by local units is usually ex- 
pressed‘in terms of some fixed percent- 
age of the assessed valuation of prop- 
erty for tax purposes or of the tax to 
be levied and collected. Borrowing on 
favorable terms, therefore, is difficult if 
not impossible during depression years, 
because the shrinkage in the property 
tax makes the municipality a poor 
credit risk. 

In the second. place, adoption of a 
counter-cyclical policy would necessi- 


X 


tate a unity of action on the part of all, 
or at least the most important, states 
and local units that would be practi- 
cally impossible to achieve. 

Third, the very nature of state and 
local tax systems in their strong re- 
liance on consumption taxes exercises 
a restrictive effect on the national 
economy during depression years. 
Moreover, the burden of the property 
tax is more restrictive in hard times, 
tending to depress real estate values as 
well as private construction. 

In view of these obstacles to counter- 
cyclical policy at the state and local 
levels, primarily in the maintenante of 
expenditures in depression years, greater 
use of Federal grants-in-aid has been 
advocated to supplement the state and 
local tax and credit resources.“ An- 
other proposal is to keep the local tax 
rate for debt service at its present level, 
treating it as a levy for capital improve- 
ments to be carried out in bad years. 
According to this view, adequate allow- , 
ance from current revenues for a long- 
range program of capital financing pro- 
vides “the key to fiscal stability.” 1? A 
third type of proposal involves adoption 
of a deliberate policy of tax reserves by 
collecting more revenue than will be 
spent in prosperous years, placing the 
surplus in reserves to be drawn upon in 
maintaining necessary spending in times 
of depression. The advantages of this 
plan are that it would promote economic 
stability, preserve state and local fiscal 
independence (the lack of which is a 
shortcoming of Federal grants-in-aid), 

11 Alvin H, Hansen and Harvey S. Perloff, 
State and Local Finance in the National 
Economy (New York: W. W. Norton and 
Co., 1944), p. 68. George W. Mitchell, Oscar 
F. Litterer, and Evsey D. Domar, “State and 
Local Finance,” Public Finance and Full Em- 
ployment, Board of Governors of the Federal 
Reserve System, Postwar Economic Studies 
No. 3, Dec. 1945, p. 125. 

12 Frederick L. Bird, ‘Municipal Fiscal 


Policy and the Business Cycle,” Proceedings 
of the National Tax Asso., 1945, p. 212. 
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and make possible a more equitable 
state and local tax system. 

Some experience is now being gained 
‘with the tax reserve plan, As men- 
tioned previously, a partial system of 
tax reserves has been institutionalized 
in the state of New York through the 
creation of a reserve fund for state pur- 
poses and cne for local assistance. The 
surpluses built up in good years are set 
aside for the maintenance of essential 
government services in years of declin- 
ing revenues. This was made possible 
by adoption of a constitutional amend- 
ment in 1943 authorizing the legislature 
to create “funds to aid in the stabiliza- 
tion of the tax revenues of the state 
` available for expenditure or distribu- 
tion.” 


CoNCLUSIONS 


Most of the problems facing state 
and local governments will have to be 
dealt with at the state level, or at least 
the state will have to take the initia- 
tive in clearing away thé obstacles to 
solution. This does not mean, however, 
that the state must accept exclusive re- 
sponsibility for the solution of local 
problems. A comprehensive and posi- 
tive approach requires co-operation and 
joint participation by both levels. 

A few states, of which New York 
is the outstanding illustration, have 
adopted a positive approach in coming 
to grips with the local revenue prob- 
lem. In some instances (Illinois) the 
new program involves co-ordination, 
and in others (New York and Pennsyl- 
vania) separation of state and local 
revenue sources. Under either plan, 
the issue of state aid versus local taxes 
is faced and a constructive solution is 
attempted. 

The negative approach is represented 
by the sales tax diversion plan now fol- 


18 Louis Shere, “Tax Reserves for State and 
Local Governments,” Proceedings of the Na- 
tional Tax Asso., 1945, pp. 187-95. 


lowed. in Michigan.. Little official at- 
tention was given to the proposal of a 
special Tax Study Committee in 1945 
to reduce the rate of the state retail 
sales tax and authorize supplementary 
municipal sales taxes which would be 
co-ordinated with the state tax and ad- 
ministered by the state department of 
revenue. (A similar plan has since 
been adopted in Illinois.) In 1946 a 
successful movement was initiated for 
an amendment to the Michigan Consti- 
tution that would force the state to split 
the sales tax and return about 75 per 
cent of the proceeds to school districts, 
cities, villages, and townships. As a 
result, the state government is now in 
a difficult financial situation. Chief 
beneficiaries of the scheme are the 
school districts, which receive the 
largest share, and the townships, many 
of which find it no longer necessary to 
levy any property tax whatsoever. 

A major revision in the system of 
public finance in any state should not 
be made too suddenly. The sales tax 
diversion in Michigan became effective 
thirty days after the date of its adop- 
tion in November 1946. It was there- 
fore necessary to make a drastic change 
in the system that had developed over 
the years, with only a month’s notice. 
This is in sharp contrast with the pro- 
cedure followed by New York in plac- 
ing the Moore plan in operation, as 
definite provision was made for a 
gradual transition to the new program. 
To cushion the shift to lower or higher 
grants, a “taper” arrangement provided 
that the payments to any locality in 
1946-47 could not vary more than 10 
per cent in either direction from shared 
tax revenues in 1944. The 10 per cent 
tapering continues each year until the 
new level of assistance is reached or 
until the 1950 census data are available. 

None of the new programs offers a 
full solution to the fiscal problems of 
state and local government. But they 
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do recognize to some extent that these develop a long-range plan based on 
problems must be viewed in their frame- recognition of the nature and the costs 
work of state-local fiscal relationships. of necessary services and the need for 
From this standpoint it is possible to adequate revenues at each level. 
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of the Bureau of Government at the University of Michigan. He has also taught at the 
University of California and Princeton and Columbia universities. He was agricultural 
economist with the Agricultural Adjustment Administration, 1933-34. He is author of 
several works in the field of public finance and taxation. 


- The Challenge of Governmental Inefficiency 


By ARTHUR S. FLEMMING 


HE Commission on Organization 

of the Executive Branch of the 
Government, of which former President 
Hoover was the chairman, has com- 
pleted its work.t It has filed with the 
Congress nineteen reports containing 
over three hundred recommendations to 
substitute efficiency for inefficiency in 
the conduct in the affairs of govern- 
ment. 

The Hoover Commission was assisted 
in its work by a large group of out- 
standing citizens who served as mem- 
bers of approximately twenty-five study 
groups or task forces. Each one of 
these task forces made a thorough study 
of a major area of government, brought 
to light examples of inefficiency in the 
operation of the executive branch of 
the government, and made recommenda- 
tions designed to correct the conditions 
which were brought to light by its 
study. The Commission, after careful 
consideration of these recommendations, 
accepted scme, rejected others, and de- 
cided to include recommendations which 
it felt had been overlooked by the task 
forces. 


CONFUSION OF AUTHORITY 


In the introduction to the first report 
which the Commission filed with the 
Congress, entitled “General Manage- 
ment of the Executive Branch,” there is 
included a general indictment against 
the manner in which the executive 
branch of the Government has been 
and is being managed. The indictment 
is worded as follows: 


1 The Commission was brought into exist- 
ence as a result of legislation passed by the 
first session of the Eightieth Congress and ap- 
proved by President Truman. 
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Definite authority at the top, a clear line 
of authority from top to bottom, and ade- 
quate staff aids to the exercise of authority 
do not exist. Authority is diffused, lines 
of authority are confused, staff services 
are insufficient; consequently, responsi- 
bility and accountability are impaired. ` 


That is, of course, a rather abstract 
way of putting it. The consideration 
of a hypothetical case will help to make 
it more concrete. 

Let us assume that the Congress of 
the United States has decided to assign 
a new duty or responsibility to the ex- 
ecutive branch of the Government. Let 
us assume also that all concerned agree 
that it will be necessary to organize a 
new bureau to handle this particular 
function. The question then arises as 
to just where the bureau shall be placed. 
Someone indicates that the appropriate 
place is in Department X. Someone 
else agrees that this is the appropriate 
department for this particular type of 
work, but immediately reminds those 
who are working on the problem that, 
generally speaking, the members of 
Congress do not have a great deal of 
confidence in the head of Department 
X. Someone else then suggests that the 
way to take care of this situation is to 
put the bureau in Department X but 
to make it perfectly clear that the head 
of the bureau and the head of the bu- 
reau alone is to be held responsible for. _ 
the carrying forward of this new ac- 
tivity. This suggestion is accepted, 
and the law is then worded in that way. 

It then becomes necessary for those 
who have been given responsibility for 
this work to ask Congress for funds. 
The matter is presented to the appro- 
priate subcommittee of the Committee 
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on Appropriations of the House of Rep- 
resentatives. The members of the com- 
mittee indicate that they are perfectly 
willing to provide the funds, but’ they 
also reflect their lack of confidence in 
the head of Department X by making 
it clear in the appropriation that they 
likewise feel that the chief of the bu- 
reau and the chief of the bureau alone 
should be held responsible for what is 
done in this particular area. 

Now let us assume that this bureau 
has been operating for a period of ap- 
proximately two years: One of the 
President’s advisers presents him with 
information which indicates that the 
bureau is not being managed in an effi- 
cient manner. After a Cabinet meet- 
ing, the President asks the head of 
Department X to stop by for a few 
minutes. He tells the head of the de- 
partment about the complaints which 
he has received. The head of the de- 
partment indicates that he has received 
the same kind of complaints and has 
talked with the chief of the bureau 
about them; that the chief of the bu- 
reau has been very polite about the 
whole matter but has indicated that, 
although he appreciates the advice and 
assistance of the head of the depart- 
ment, he is being held responsible un- 
der the law, and consequently he will 
have to decide whether or not he is 
going to follow the advice of the head 
of the department. 

One immediate reaction to such a 
situation would be, of course, that the 
President or the head of the department 
could certainly issue specific instruc- 
tions to the bureau chief, and if he did 
not follow those instructions, they could 
certainly take steps to remove him from 
office on grounds of insubordination. 
Yes, from a legal point of view, the 
matter could be handled in that way. 
As a practical matter, however, it would 
not be handled in that way. After all, 
the fact must be kept in mind that the 


head of Department X must deal with 
the same subcommittee of the Com- 
mittee on Appropriations of the House 
of Representatives in connection with 
his request for funds for the total pro- 
gram of his department. Under the 
circumstances, he is very unlikely to 
discharge someone who is doing just 
what the Congress expects him to do. 
- This hypothetical case can be dupli- 
cated a good many times in the execu- 
tive branch of the Government. That 
is why the Hoover Commission said in 
the introductory statement to its first 
report that “lines of authority are con- 
fused.” And that is why the Commis- 
sion also made the following statement: 
“To remedy this situation is the first 
and essential step in the search for effi- . 
ciency and economy in the Executive 
Branch of the Federal government.” 


OBJECTIVES AND MEANS 


If the inefficiency which was brought 


‘to light by the task force reports is 


eliminated, Mr. Hoover has estimated 
that over a period of time it will result 
in savings in excess of three billion dol- 
lars a year. There is no doubt that our 
total economy would be strengthened 
by such savings, and also by elimina- 
tion of the additional costs which it 
is necessary for the citizen to assume 
whenever he is called upon to deal with 
an inefficient government. Finally, if 
these recommendations are accepted, 
we shall make marked progress in the 
direction of fixing responsibility for 
mismanagement of the executive branch 
of the Federal Government in whatever 
form it may express itself. 

Clearly, these are desirable objectives. 
But how do we go about reaching 
them? In this article it would be im- 
possible, obviously, even to attempt to 
list all the specific recommendations 
which the Hoover Commission has made 
and which the members of the Com- 
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mission feel will help the Nation to 
achieve these objectives. 

It is possible, however, to isolate one 
of the themes which runs through all of 
the reports which the Hoover Commis- 
sion has filed with the Congress. It is 
also possible to see how this theme can 
be applied to specific situations in the 
interest of meeting the challenge which 
inefficient operations within the execu- 
tive branch of the Federal Government 
bring to every thoughtful citizen. In 
all of its reports the Hoover Commis- 
sion emphasized three points’ which, 
taken together, constitute this theme. 
The points follow: | 

1. We must fix responsibility in a 
definite and clear-cut manner for the 


. discharge of the various duties and re-. 


sponsibilities which have been assigned 
to the executive branch of the Federal 
Government. . 

2. We must give those to whom re- 
sponsibility is assigned sufficient au- 
thority to act so that they can dis- 
charge their-responsibilities in an effec- 
tive and efficient manner. 

3. We must establish controls which 
will ensure that those to whom au- 
thority to act is delegated adhere to 
standards established by the Congress 
and by the President. 


ADMINISTRATIVE REORGANIZATION 


The very first recommendation which 
the Commission made to the’ Congress 
provides us with a good example of the 
application of the theme. In this first 
recommendation the Commission asked 
the Congress to delegate to the Presi- 
dent of the United States authority to 
work out reorganization plans, with the 
understanding that these plans would 
become effective sixty days after their 
submission to the Congress unless 
within the sixty-day period both houses 
of Congress vetoed the plans. 

There is nothing static about this 
problem cf organizing the executive 


branch of the Government in such a 
manner as to make sure that it can 
carry on its work in an efficient and 
economical manner. If our Govern- 
ment is to be kept up to date, the Presi- 
dent must be given the.responsibility . 
for keeping it up to date, and, at the 
same time, he must be provided with 
sufficient authority so that he can really 
do a good job. 

The Congress has accepted a modi- 
fied form of this recommendation. The 
Jaw. which has been passed differs from 
the original recommendation in that it 
provides that one house of Congress 
can veto, by a constitutional majority, 
the President’s reorganization proposals, 
and that the President’s authority to 
submit plans will lapse on April 1, 
1953. 


ADMINISTRATION OF NATIONAL 
DEFENSE 


The Commission’s report on “The 
National Security Organization” pro- 
vides us with another good illustration 
of the application of this theme. The 
information provided by the appropri- 
ate task force showed very clearly that 
the management of the National Se- 
curity Organization is in a chaotic con- 
dition. This conclusion on the part of 
the task force and the Commission’s 
concurrence in it were in no sense of 
the word a reflection on the administra- 
tion of the Office of Secretary of De- 
fense by the late Mr. Forrestal. In the 
judgment of the Commission he had 
done an amazingly fine job under very 
difficult conditions. 

The present situation is, however, a 
very definite reflection on the way in 
which the job itself was established. 
Responsibility for the administration of 
our armed services was assigned to the 
Secretary of Defense in name but not 
in fact. The Secretaries of the Army, 
the Navy, and the Air Force were left 
with considerable authority to act, as 
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undoubtedly they should have, but 
they did not receive this authority from 
the Secretary of Defense, but directly 
from the Congress. In fact, under the 
law they were given the right, whenever 
they disagreed with the decisions of the 
Secretary of Defense, to go around him 
to the Director of the Bureau of the 
Budget, to the President, or to the Con- 
gress. 

The Commission’s task force found 
that the handling of problems in the 
field of budgetary administration within 
the defense establishment provided’ am- 
ple evidence of the chaotic conditions 
which prevailed in the management field 
in general. The task force found, for 
example, that there were no adequate 
controls to offset the lack of cost con- 
sciousness on the part of many of the 
officers connected with the military es- 
tablishment. In fact, the task force 
felt that because of this lack of cost 
consciousness, we, aS a nation, are run- 
ning the risk of playing into the hands 
of the Communists by subjecting our 
total economy to an unnecessarily 
heavy strain. ; 

The Commission recommended in its 
report to the Congress that complete 
responsibility for carrying forward the 
work of the Army, the Navy, and the 
Air Force should be vested in'the Secre- 
tary of Defense, who would decide to 
-what extent authority should be dele- 
gated to the Secretaries of the Army, 
the Navy, and the Air Force. It stands 
to reason, of course, that any Secretary 
of Defense with a clear understanding 
of the principles of management will 
delegate considerable authority to the 
three Secretaries. The Commission also 
recommended that the Secretary of De- 
fense should be given the ultimate re- 
sponsibility for budgetary and person- 
nel administration within the Army, the 
Navy, and the Air Force. 

-Thus in this report the Commission 
applied the principle that responsibility 


for a particular program should be fixed 
in a definite and clear-cut manner, that 
the person to whom responsibility is as- 
signed should have sufficient authority 
to act so that he can discharge his re- 
sponsibilities in an effective and effi- 
cient manner, and that finally it should, 
of course, be made perfectly clear that 
he must discharge his responsibilities 
within the framework of standards set 
by the Congress and by the President. 

If these elementary principles of man- 
agement are applied by the Congress to 
the Army, the Navy, and the Air Force, 
Mr. Hoover and the Chairman of our 
task force, Ferdinand Eberstadt, have 
both estimated that we can save one 
and a half billion dollars a year.” 


DEVELOPMENT OF WATER RESOURCES 


The activities of the executive branch 
of the Federal Government.in connec- 
tion with the development of the water 
resources of this country provide an- 
other excellent example of the applica- 
tion of the theme to which we have 
been referring. Reports from various 
task forces indicated very clearly that 
the section of the Army Engineers hav- 
ing responsibility for the development 
of rivers and harbors and the Bureau 


of Reclamation of the Department of 


Interior are engaged in a disastrous type 
of competition for the taxpayer’s dollar. 

This is an area in which we have 
spent and in which we are planning to 
spend large sums of money. If one 
takes into consideration the projects 
which are now under way, those that 
are in the planning stage, and those that 
have been classified as feasible, it is ap- 
parent at once that we are dealing with 

2 Since this article was prepared for publi- 
cation most of the Commission’s recommenda- 
tions in this area have been enacted into law, 
and already the Secretary of Defense has or- 
dered reductions in personnel which should 
result in savings of a half-billion dollars a 
year. f 
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an operation calling for the possible ex- 
penditures of over 50 billion dollars. 


And even that figure is conservative.’ 


In this area there has been a noticeable 
trend in the direction of estimating that 
a project will cost, for example, 50 mil- 
lion dollars. Then, after the project is 
well under way, the agency responsible 
for its construction calls attention to 
the fact that unforeseen developments 
will make it necessary to spend an ad- 
ditional 25 or 50 million dollars, as the 
case may be. Congress is then con- 
fronted with the necessity for deciding 
whether to let the project stand incom- 
pleted or to provide the funds neces- 
sary to complete it. Naturally, this 
problem is almost always solved by 
providing the additional funds. 

The competition between the Army 
Engineers and the Bureau of Reclama- 
tion is a disastrous one from a number 
of points of view. There is no doubt 
that the competition at times results in 
an unnecessary expenditure of public 
funds. Also, there is no question that 
as a result of the competition projects 
are often carried through to completion 
in order to take care of one kind of 
problem, such as irrigation, when, if 
there had been some over-all planning, 
flood control and water power problems 
could have been solved at the same 
time. 


Most of the members of. the Commis- 


sion’ felt that it was imperative to tele- 
scope the activities of the Army Engi- 


neers and the Bureau of Reclamation . 


and place them under the direction of 
the Secretary of the Interior. Some of 
the members of the Commission felt 
that the combined activity should be 
placed in a hew Department of Natural 
Resources. Both groups, however, were 
in agreement that responsibility for the 
development of the water resources of 
this country should be centered at one 
spot and that the Cabinet officer in 
question should be given sufficient au- 


thority to act so that he could do an 
effective and efficient job. l 

The Commission also felt that an in- 
dependent board should be established 
in the Executive Office of the President, 
made up of persons of unquestioned 
standing in the field of public works, 
who would have the responsibility for 
passing on proposed projects and who 
would be able to submit independent 
reports of their findings to the Director 
of the Bureau of the Budget, to the 
President, and to the Congress of the 
United States. 


GOVERNMENT HOSPITALS 


Now let us turn to another area for 
a specific illustration of the manner in 
which the Commission applied the theme 
to which we have been’ referring. At 


‘ the present time, the Army, the Navy, 


the Public Health Service, and the Vet- 
erans Administration all have some re- 
sponsibility for the administration of 
hospitals which are owned and operated 
by the Federal Government. The Com- 
mission’s task force report on the health 
and medical field indicates very clearly 
that this divided responsibility creates 
a situation which is costly and which 
at the same time fails to provide as 


high a quality of service as should be 


provided to those who, under the law, 
have a right to call on the Federal Gov- 
ernment for hospital service. 

For example, in Houston, Texas a 
hospital for the mentally ill was built 
during the war by the Navy. There 
was some understanding to the effect 
that after the war this hospital would 
be turned over to the Veterans Adminis- 
tration, but this was not done. Con- 
sequently, the Veterans Administration 
sought and obtained authorization for 
the construction of another hospital for 
the mentally ill, almost immediately 
adjacent to the Navy hospital, al- 
though, according to the findings of 
the Commission’s task force, only one- 
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seventh of the beds in the Navy hos- 
pital had been occupied, on an average, 
since the war. | 
-`+ "When this and similar facts were 
brought to the attention of the Presi- 
dent, he issued instructions which re- 
sulted in cutting out of the 1949-50 
budget proposed expenditures for new 
hospitals totaling somewhere between 
280 and 300 million dollars. . 
Not only does the present situation 
result in a waste of public funds, but it 
also means that the Federal Govern- 
ment is not making the fullest possible 
utilization of.the professional person- 
nel available to it for hospital work. 
In order to correct these and other 
situations brought to light by the task 
force, the Commission recommended to 
the Congress that there should be cre- 


ated a United Medical Administration, - 


to administer the hospitals in this coun- 
try which are now under the direction 
of the Army, the Navy, the Public 
Health Service, and the Veterans Ad- 
ministration. The Administrator of this 
United Medical Administration would 
have responsibility for making sure that 
the Government makes maximum utili- 


zation of its existing resources in this” 


field, and he would be given authority 
Sufficient to do an effective and efficient 
job. 


NEEDED REFORMS IN PERSONNEL 
ADMINISTRATION 


The field of personnel administration 
provides us with a different kind of an 
example of the application of our theme. 
The Commission was convinced that 
the personnel aspects of administration 
were as important to the effective op- 
erations of the Federal Government as 
any other part of the total administra- 
tive process, and that the Government 
should be able to hold the operating 
official responsible for what happens in 
the personnel field. : 
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In line with this thinking, the Com- 
mission has recommended that, gener- 
ally speaking, the heads of the depart- 
ments and agencies should be made 
responsible for the recruiting and ex- 
amining: programs for bringing people 
into the government service. This should 
be done within the framework of stand- 
ards set by the Congress, the President, 
and the Civil Service Commission. We 
also. felt that the Civil Service Commis- 
sion, as the President’s staff agency in’ 
the personnel field, should check on the 
operations of the departments and agen- 
cies from time to time in order to make 
sure that there is adherence to stand- 
ards, For some types of jobs, such as 
those in the clerical category, arrange- 
ments should be made to carry on re- 
cruiting and examining on a centralized 
basis. l 

The Commission was unanimous in 
its feeling that we should give greater 
responsibility for personnel procurement 


to the head of the department or agency, 


and then give him authority commen- 
surate with his responsibility. We also 
felt that this same principle should be 
applied to other phases of personnel 
administration. 


BUDGETARY ADMINISTRATION 
INADEQUATE 


Budgetary administration, in the 
judgment of the Commission, must be 
drastically changed in the executive 
branch of the Federal Government if 
operating officials are to be provided 
with a truly effective tool and if the 
legislative branch is to be able to check 
effectively on the requests for funds 
which the departments and agencies 
make each year. 

At the present time, budgets usually 
are prepared by asking for money for 
a specified number of people for a par- 
ticular organizational unit, and a cer- 


;.#2=—,, tain amount of money for supplies and 
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equipment for the work of the unit. 
In most instances, however, it is abso- 
lutely impossible for anyone to deter- 
mine how much money is being re- 
quested for the major programs or proj- 
ects which have been assigned to the 
executive branch of the Federal Gov- 
ernment. 

Consequently, the Commission has 
recommended that the executive branch 
be required to prepare and to operate 
under what it has referred to as per- 
formance budgets. In other words, it 
has recommended to the Congress that 
the agencies be required to ask for 
funds for .specific projects, providing 
estimates as to anticipated work-load 
and submitting information as to what 
the cost has been for various units of 
work and what they anticipate the cost 
will be in the future. 


EXECUTIVE RESPONSIBILITY 


There are those who question the de- 
sirability of placing as much responsi- 
bility as is called for by these recom- 
mendations in the hands of an indi- 
vidual or a small group of individuals. 
I am a firm believer in our system of 
checks and balances. At the present 
time, however, it is not possible for the 
legislature to check in an effective man- 
ner on what is happening within the 
executive branch. Let something go 
wrong in the executive branch of the 
Government and let a congressional 
committee try to fix responsibility, and 
it will soon become apparent that in 
many instances fixing responsibility is 
like hunting for a needle in a haystack. 

When one considers that we are 
dealing with a government which spends 
from 40 to 45 billion dollars a year, 
which finds it necessary to employ more 
than two million civilians alone, and 
which has been assigned duties and re- 
sponsibilities which are so complex as 
to defy the imagination of most of us, 


it is obviously more important than 
ever for us to put ourselves in a po- 
sition where we can fix responsibility 
when things go wrong. 


IMPORTANCE OF. ACTION ON 
RECOMMENDATIONS 


If the recommendations which ‘we 
have made to the Congress are put into 


` effect, there is no question that substan- 


tial savings will be effected. The ex- 
ecutive branch will also be able to carry 
on its work in a far more efficient man- 
ner, and we shall have a far more re- 
sponsible type of government than we 
have at the present time. 

What chance is there that these rec- 
ommendations will actually be put into 
effect? Opposition to proposals of this 
kind divides into two parts. There are 


. those who are in complete agreement 


with the over-all objectives which the 
Commission has set forth in its reports, 
but they take issue in -some instances 
with the methods suggested for reach- 
ing these objectives. Such opposition 
is healthy. It means that the appropri- 
ate congressional committees will have 
placed before them the methods pro- 
posed by the Commission, and also 
methods which other persons ‘ think 
would work out more effectively. Asa 


‘result of the discussions which will take 


place within these committees, it is al- 
together conceivable that new meth- 
ods will be devised which will prove to ° 
be more effective than those suggested 
by the Commission or by other inter- 
ested persons. 

There is, however, another type of 
opposition. Mr. A says that he is in 
complete agreement with the idea that 
the executive branch of the Government 
should be reorganized, but he does not 
want anything to happen to an area in 
which he is particularly interested. Mr. 
A’s opposition, standing by itself, is not 
too dangerous. But there is also Mr. 


B, who takes a similar attitude con- 
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cerning another area. Then fairly soon . 


Mr. A and Mr. B get together, compare 
notes, and decide that if they are going 
to prevent reorganization in the areas 
in which they are interested, they had 
better pool their resources. After a 
while they are joined by Messrs. C, D, 
E, and F, and perhaps many other per- 
sons. It is opposition of this kind that, 
over the last forty or forty-five years, 
has defeated many of the efforts to im- 
prove the management side of the Fed- 
eral Government. 

There is just one way to offset this 
type of opposition. The citizens of this 
country who believe that the time has 
come for us to set our house in order 
must get together and express them- 
selves in no uncertain terms to the Con- 
gressmen and Senators. The members 
of the Hoover Commission are delighted 


to know that such a citizens’ commit- 
tee has been organized.*. | 

Never before have such recommenda- 
tions as those of the Hoover Commis- 
sion had as favorable an acceptance on 
the part of newspapers and on the part 
of the general public. If this favorable 
reaction can be effectively harnessed, 
we can look forward to real progress in 
the direction of improving the manage- 
ment side of Government. And, as 
above indicated, it is imperative for us 
to see to it that this is done in the in- 
terest of economy, in the interest of 
efficiency, and, above all, in the interest 
of a truly responsible type of govern- 
ment. 


3 Citizens Committee for Reorganization of 
the Executive Branch of the Government, 
1421 Chestnut Street, Philadelphia 2, Pennsyl- 
vania. ; 
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The Nation’s Economic Budget and the Government 


By GERHARD Corm * 


NTIL the depression of the thir- 

ties, the question of the influ- 
ence of government policies on the 
economy was dealt with only on a 
piecemeal basis. The high tariffs advo- 
cated by Hamilton and later adminis- 
trations; the grants of public lands to 
the railroads; the successive reductions 
of income taxes by Andrew Mellon— 
all these policies were designed indi- 
vidually to stimulate private business. 
For the conduct of government activi- 
ties and budgets on an over-all basis, 
however, standards of “sound finance” 
were developed which had no ex- 
pressed relationship to “sound econom- 
ics.” Questions as to the total amount 
of expenditures, a bearable tax load, or 


` a manageable debt burden were usu- 


ally discussed without reference to the 
level of incomes from which the taxes 
were to be paid, or to the impact of 
government finance as a whole on the 
level of income and activity. 


INTERACTION OF NATIONAL INCOME 
AND BUDGETS 


Public budgets, the tax load, and the 
national debt have now become of such 
a Staggering size that they can no 


longer be appraised without reference 


to the size and composition of the na- 
tional income. The first commandment 
of a good tax policy and policy of debt 
management now is: See to it that the 


. national income is kept on a high and 


steadily expanding level. A tax load 
that would be crushing if extracted 


* The author is an economist on the staff 
of. the President’s Council of Economic Ad- 
visers. The views expressed are those of the 
author and do not necessarily reflect the offi- 
cial views of the Council. 
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from a depressed and sinking income 
may be tolerable if extracted from a 
high and expanding. national income. 
A burden of debt and interest payments 
that would present grave problems in 
times of economic contraction may be 
easily manageable if the economy is 
expanding and increasing in produc- 
tivity. 

Fiscal policy is the modern term that 
relates public finance to economic 
policy. It refers to a policy of govern- 
ment expenditures, taxation, and debt 
management that takes into considera- 
tion the impact of these measures on 
the economy as a whole. Policies of 
economic stabilization must use a great 
variety of measures of private and pub- 
lic action. .Fiscal policy is only one of 
several devices, but it is one of the most 
important. 

Fiscal policy of course is not in- 
tended to replace the conventional cri- 
teria of budgetary policies, but it is an 
additional, supplementary consideration. 
The size and character of expenditure 
programs are determined, first of all, 
by consideration of national security, 
foreign policy, and a variety of social 
and economic objectives. But the size 
of these programs in any particular pe- 
riod of time is, or should be, also de- 
termined in part by general economic 
considerations. - In a period of infla- 
tionary pressures, for instance, desir- 
able public works programs have been 
deferred; they may be speeded up in 
periods of recession. Also, tax policies 
are determined, first, by the conven- 
tional considerations of equity, con- 
venience, and the other principles of 
taxation. But again, fiscal policy may 
require stepping up certain tax rates in 
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times of inflation and relaxing them in 
times of depression. In a similar way, 
the traditional principles of debt man- 
agement are supplemented by the need 
to vary debt policy in accord with gen- 
-eral economic conditions. 

As government programs expand in 
size and complexity, the application of 
the conventional principles of budget 
policy requires continuing improve- 


ment in the processes of budget mak- - 


ing and in the presentation of the 
budget document. 
been made under the Budget and Ac- 
counting Act of 1921 and the Reor- 
ganization Act of 1939, and a great 
many improvements are still needed 
for these purposes. 
Different government procedures are 
required, however, to assure that the 


- general impact on the whole economy ` 


of government expenditure and tax and 


debt policies is taken into account. 


And these procedures in turn require 
statistical statements that depict the 
relationship, present and prospective, 
of government transactions to the in- 
come and expenditures of consumers, 
to the income and expenditures of busi- 
ness, and to international transactions. 
_ Thus the addition of general economic 

considerations to the traditional prin- 
ciples in appraising and determining 
budget policies has led to the need for 


statistical statements that go beyond 


the government budgets, and depict 
these budgets as an integral part of 
the Nation’s Economic Budget. This 
is a concept that has recently become 
of importance in the thinking of econo- 
mists and the practice of many coun- 
tries. The idea of the Nation’s Eco- 
nomic Budget is that of viewing the 
problems of the economy as a whole, 
including both the public and the pri- 
vate sectors, and co-ordinating public 
and private activities in the attainment 
of our goals of economic stability and 
growth. ' . 


Much progress has: 


* 


Just as a board of directors needs 
not only profit and loss statements and 
balance sheets but also an analysis of 
market prospects and general eco- 
nomic conditions to appraise the prob- 
lems of their company, those concerned 
with economic and fiscal policy need a 
statistical statement that depicts in a 
concise manner the major segments of 
the entire national economy and their 
interrelationships. The Nation’s Eco- 
nomic Budget presents such a statisti- 
cal statement in the form of summary 
income and expenditure accounts for 
major economic groups. Before ex- 
plaining this modern tool of policy, it 
will be -useful to discuss briefly the 
problem of economic stabilization which 
it is designed to serve. 


TASK oF Economic STABILIZATION 


During the war the memory of the 
Great Depression of the thirties was 
still fresh in the minds not only of most 
economists and businessmen, but also 


`of the general public. The tremendous 


demands of mobilization for war trans- 
formed the labor surplus of the prewar 
period into a labor shortage. But 
many economists and businessmen were 
concerned that the reduction of gov- 
ernment spending and the difficulties of 
reconversion after the war would lead to 
another depression unless effective gov- 
ernment countermeasures were adopted. 
Motivated by this concern, the Con- 


‘gress, by an overwhelming majority of ` 


both parties, adopted the Employment 
Act of 1946, 

Actually, the postwar boom lasted 
longer than was expected. Some peo- 
ple began to wonder whether the Em- 
ployment Act was not based on an 
unjustified lack of confidence in the 
ability of the free enterprise system to 
solve the employment problem without 
government support. As contrasted 
with such undue optimism, the Eco- 
nomic Reports of the President pointed 
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out consistently that the postwar boom 
was based in part on temporary props, 
and that the real test would come when 
the extraordinary war-related shortages 
in supply and backlogs of demand had 
disappeared. 
Immediately after the war, consum- 
ers, business, and governments had 
plenty of money. Consumers were 
eager to buy the new cars for which 
they had been waiting; newly married 
couples were eager to move into homes 
of their own and furnish them; busi- 
nessmen were eager to open new shops, 
build new plants, and modernize their 
equipment in order to catch up with 
economic developments and share in 
the sellers’ market. State and local 
governments were under great pressure 
to remedy the extreme overcrowding of 
their schools and to build roads which 
had for several years been exposed to 
great wear and tear without adequate 
repairs. 
` On top ož this extraordinary domestic 
demand came the need to strengthen 
our military defenses and to extend 
large-scale aid to foreign countries. 
This resulted in a very high level of 
activity which in turn created high and 
rising incomes and reinforced current 
consumer demand and business de- 
mand for expansion and replacements. 
All this added up to inflationary pres- 
sures which drove prices up. Rising 
prices and labor scarcity caused de- 


‘mands for wage increases which in turn’ 


supported the price rise. 

The Economic Reports of the Presi- 
dent warned repeatedly that the diffi- 
culties in the transition from the post- 
war boom to a period of sustained pros- 
perity would be aggravated if nothing 
were done to combat the inflationary 
process. It was pointed out that con- 
sumers” real purchasing power was lim- 
ited by the price rise. This would not 
create any problem of underemploy- 
ment as long as consumers’ liquid funds 


aa 


and backlog demand, the demand of 
business for expansion and moderniza- 
tion, and foreign and government de- 
mand were high. The question was 
asked whether consumer demand would 
increase sufficiently to absorb all the 
goods that a modernized agricultural 
and industrial plant could produce -at - 


‘the time when backlogs gradually dis- 


appeared, business demand began to 
contract, and government demand be- 
gan to level off. 


The decline of 1949 


Thus far, events in the year 1949 
have shown that there was real ground 
for this concern. At the end of 1948 
business began to realize that more 
goods were flowing from the produc- 
tion lines than consumers were able and 


‘willing: to buy at inflated prices. In- 


creasing inventories served as a danger 
signal. In one line of industry after 
another, business cut down its orders, 
and production and employment were 
curtailed in many lines of manufactur- 
ing industry. Unemployment began to 
rise, Some price concessions were made, 
and some businesses made a real effort 
to curtail production costs. As a mat- 
ter of fact, during the first half of 1949 
consumer income and expenditures held 
up much better than production in 
manufacturing industries. 

The Midyear Economic Review of the 
Council of Economic Advisers pointed 
out that the decline in the first half of 
1949 could be characterized as a price 
and inventory adjustment which still 
leaves the possibility open for resumed 
expansion in private activity in the 
near future. It also pointed out, how- 
ever, that business expenditures for 
new plant and equipment may continue 
to drop, partly because many of the 
postwar modernization programs are be- 
ing completed, and partly because of 
the uncertainty of the longer-range eco- 
nomic outlook. A serious further con- 


Seal 
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traction in business investment in plant 
and equipment might lead to a resump- 
tion of recessionary tendencies. This 
would be the kind of situation which 
should be met by policies to be formu- 
lated under the Employment Act of 
1946. 


The Employment Act of 1946 


The Employment Act stated a deter- 
mination to use the resources of govern- 
ment to promote economic stability and 
maximum production. It also- estab- 
lished two agencies, the Council of 
Economic Advisers and the Joint Com- 
mittee on the Economic Report. The 
Council was to advise the President on 
the economic. situation and the eco- 
nomic program. The Joint Committee 
was to examine the President’s Report 
and to aid in co-ordinating the work 
of the legislative committees concerned 
with various economic and fiscal pro- 
grams. The act prescribed a procedure 
of operation—preparation of economic 
reports of the President to Congress, 
and reports of the Joint Committee. 

The Employment Act does not pre- 
scribe or authorize any specific policy 
_ to be used for purposes of stabiliza- 
tion. It sets up a doctor’s office where 
a patient can go for a periodic check-up 
of his health. The agreement the pa- 
tient has with the doctor does not state 
in advance what kind of illness the 
doctor may find or what cures’ and 
medicines he may prescribe. It is un- 
derstood. that any medicine that can be 
made available, that is suitable for the 
patient’s constitution, and that is indi- 
cated by the diagnosis should be used. 
- ‘The Employment Act requires that 
the President, assisted by the Council 
of Economic Advisers, prepare for Con- 
gress a periodic analysis of the current 
and foreseeable trends in employment, 
production, and’ purchasing power. It 
also requires recommendations: for eco- 
nomic programs necessary to promote 


the objectives of the act—‘maximum 
employment, production, and purchas- 
ing power.” 

From 1947 to early 1949 the recom- 
mendations were focused largely on 
policies designed to combat inflation. 
They included recommendations for 
postponing deferrable government ex- 
penditures, for maintaining the high 
level of taxes, for restricting consumer 
credit, for adopting selective controls 
to halt the price-wage spiral, and others. 
Few. of these recommendations were 
adopted by the Congress, and inflation 


ran its course, mitigated only by large 


budget surpluses in 1947 and the first 
half of 1948. 

The same reports also urged that 
while the Government should adopt 
measures to combat inflation, it should 
prepare programs that would aid in in- 
creasing the productivity of human and 
natural resources. Long-range expan- 
sion of social security programs, a 


housing and urban redevelopment pro- 


gram, conservation of natural resources, 
and aid-to health and education, among 
other programs, fall in this category. 
During the period of inflation, only 
very modest progress could be made in 
these programs. The reports also em- - 


_ phasized that when recessionary tend- 


encies appear the Government should 
be ready to revise the policy of high tax 
rates which was adapted to inflation- 
ary conditions. As President Truman 
said in his January 1949 Economic Re- 
port: “The same dictates of prudent 
policy which call for high taxes in a 
period of inflation would call for tax 
adjustments designed to counteract any 
serious recessionary movement.” 

In his Midyear Economic Report of 
July 1949, the President not only 
dropped most of ‘his previous tax rec- 
ommendations but also recommended 
repeal of the tax on transportation of 
goods and the liberalization of the tax 
on business profits. While the Presi- 
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dent reiterated his determination to 
balance the budget at the earliest 
feasible time, he accepted a moderate 
deficit now as the minor evil com- 
pared with the harm a drastic increase 
in taxes or a slash in government pro- 
grams would do in a period of eco- 
nomic slack. On the other hand, the 
President found that at midyear, eco- 
nomic conditions did not call for a 
large increase in expenditure programs 
or substantial tax reduction. He em- 
phasized, however, the need for pre- 
paring public works and other commu- 
nity projects so that the Government 
would be ready to expand its public in- 
vestment program if private investment 
should fall off substantially at a future 
time. ` 


Economic fluctuations ` 


In the United States there is such 
a tremendous need for housing and ur- 
ban redevelopment, for community fa- 
cilities such as schools and hospitals, 
and for the development and conserva- 
tion of natural resources that even a 
considerable contraction in private in- 
vestment could be offset in whole or in 
part for a number of years by an in- 
crease in useful and urgent public. un- 
dertakings. This, in combination with 
tax and credit measures, may be the 
most obvious solution for carrying over 
a period of temporary contraction in 
private activities. 

While the Government: can offset a 
contraction in private activities by in- 
creasing government investments and 
reducing taxes, this is not the basic and 
final solution of our problem of eco- 
nomic stability. The Council of Eco- 
nomic Advisers, in its report to the 
President of December 1947, page 18, 
said: 


If the swings from expansion to con- 
traction of private business which we have 
had in the past were to continue, offsetting 
operations would be too big to be left to 


“compensatory” government policies. Eco- 
nomic stabilization can be achieved within 
our private enterprise system only if man- 
agement accepts the responsibility for a 
more stable practice in planning its in- 
vestment and operative programs. 


A basic cause of instability is the 
fact that sometimes business invest- - 
ment in plant and equipment and in- 
ventories increases faster than consumer 
denfand. This discrepancy then leads 
to a temporary glut of the market, and 
a contraction in business investment 
ensues. If the increase in business in- 
vestment and the increase in consumer 
demand could be brought into a more 
steady and harmonious relationship, 
economic fluctuations would be re- 
duced and there would be less need to 
rely on government programs designed 
to counteract the business fluctuations. 
Any effort by business or government 
to promote a sustainable relationship 
between investment and consumption 
needs the guidance of statistical esti- 
mates. Here again is a task for which 
the Nation’s Economic Budget esti- 
mates can serve as an indispensable 
tool for analysis. 


Tuer NAtIon’s Economic BUDGET 


The Employment Act of 1946 requires 
the President to submit in his Economic 
Report (a) estimates of “needed lev- 
els” of employment, production, and 
purchasing power, (2) a statement of 
“current and foreseeable trends” in 
employment, production, and purchas- 
ing power, and (c) recommendations of 
economic policies that he deems neces- 
sary to achieve the needed levels. For 
all three purposes, national income and 
national expenditure estimates, in the 
form in which they are summarized in 
the Nation’s Economic Budget, are a 
useful tool. , 

The Nation’s Economic Budget shows 
summary income and expenditure ac- 
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Tse Natron’s Economic BUDGET 
(Billions of dollars) 








1949, First Half 





Calendar Year 1948 Annual Rates, 
Seasonally Adjusted 
Economic Group 
Re- | Expend- Excess | Re- Expend- Excess 


ceipts | itures Deficit ceipts | itures Deficit 


FOr A ee eee beeen tel eel peel E a e eel 





CONSUMERS ae 
Disposable income relating to current production |175.9 178.7 
Transfers and interest... cece 14.9 15.9 
Disposable personal income...........000055 : . 190.8 194.6 
Expenditures for goods and services........... 178.8 178.0 
Personal saving (7+)..... 0... eee eee ee eee +12.0 +16.6 
BUSINESS 
Retained business receipts? ........eursssresa 26.8 27.9 
. Gross private domestic investment............ 45.0 38,0 
Excess of investment (—). 0... ce eee — 18.2 —10.1 
INTERNATIONAL i 
Net cash government loan transfers-abroad....... 1.3 Ll 
Net foreign investment...............0-.0006 1.9 8 
Excess of receipts (4) or investment (~)....... —.6 +.3 
GOVERNMENT (FEDERAL, STATE, AND Loca.) - 
Tax payments or liabilities... 2.2... . eee eee 60.1 55.1 
Adjustment to cash basis... ccc cece —.1 . —.1 
Cash receipts from the public. ..............1..| 60.0 57.0 
Purchases of goods and services.............- 36.7 42.6 
Government transfers... 0. ccc eee 15.9 16.9 
Cash payments to the public....... E EEA ae 52.6 59.5 
Excess of receipts (+) or payments (—)........ +7.4 —2.5 
ADJUSTMENTS 
For receipts relating to gross national product..| —.4 | —Al—2.4 — 2.4 
Other adjustments... 6. cc ete ens —.2 — 2 jm 19 — 1.9 


Total: Gross national product..... AES [262.4 262.4 | 0 1259.3 | 259.3 0 


a Includes adjustment for inventory valuation. 

Note.-—Items relating to current production of goods and services are shown in roman type. 
Transfer payments and receipts and subtotals including them are in italics; these items are 
not included in the gross national product. For further details, see Appendix A of "The 
Economic Situation at Midyear 1949,” a report to the President by the Council of Economic 
Advisers, July 1949, 

Details will not necessarily add to totals because of rounding. 
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counts for the major’ segments of 
economic activity, namely: consumer 
transactions, business, government, and 
international transactions. The accom- 
panying table presents as an example 
the Nation’s Economic Budget for the 
year 1948 and the first half of 1949 in 
the form in which it has been used in 
the Reviews of the Council of Eco- 
nomic Advisers. Each line ‘in this ta- 


ble presents a Summary of much more- 


detailed information. The breakdown 


into consumer, business, government, 


and international accounts follows the 
principles of organization that we have 
in our economy. Decisions made by 
an individual as a breadwinner about 
the work he seeks and as a consumer 
about the way he spends his income are 
different in character from the decisions 
made by businesses about, for instance, 
their distribution of profits and their 
investment policies; they are also dif- 
ferent from the way government bodies 
reach decisions concerning their tax, 
expenditure, and debt policies. “Gov- 
ernment and private action affect these 
various sectors of the economy in dif- 
ferent ways. Therefore it has been 
found that this particular breakdown is 
most helpful for a concise presentation 
of economic facts as the basis for 
policy’ formulation. 

The table not only summarizes the 
transactions in each of these accounts, 
but also indicates their interrelation- 
‘ship. The Nation’s Economic Budget 
is basically a double entry system in 
which each transaction appears once as 
an expenditure item and once as an in- 
come item. For example, expenditures 
for business investment become either 
income of wage earners engaged in the 
construction of a new plant, or profits 
of businesses which supply material or 
equipment for the new plant, or income 
of foreign countries through payment 
for imported raw materials that may be 
used, or government income through 
taxes levied in connection with incomes 


`- earned in the process of the, construc- 


tion job. Since all transactions appear 
with the same amounts on the expendi- 
ture and on the income side, it is ob- 
vious, that, after certain statistical ad- 
justments have been made, the sum 
total in the income and expenditure 
columns must be identical. They are 
only two different expressions. of the 
total gross national product. 

However, income need not be equal 
to expenditures for each individual ac- 
count. Consumer disposable income ex- 
ceeds consumer expenditures by the 
amount of net saving. In the case of 
business, expenditures for investment 
may exceed retained earnings and ac- 
cumulation in depreciation and other 
reserves. In this case business finances 
part of its investments from “outside” 
sources—that is, from banks or capital 
issues, and so on—or through use of its 
own liquid funds. . 

It follows from the way in which the 
Nation’s economic accounts are con- 
structed that the excess of income over 
expenditures in some accounts, that is, 
saving, must be equal to the excess of 


expenditures over income, that is, the 


absorption of sdving or dissaving, in 


‘other accounts. . Looking, for instance, 


at the figures for 1948, the table shows 
that the net saving of consumers plus 
the surplus in government accounts 
equals the excess of business invest- 
ment over income plus the excess of 
foreign investment, after allowance is 
made for statistical discrepancies and 
some other technical adjustments. Thus 
the Nation’s Economic Budget table 
demonstrates the interrelationship be- 
tween saving and investment, which is 
of great ‘significance for economic 
analysis. 


Past and future f . 


The. estimates of the Nation’s Eco- 
nomic Budget presented in the Eco- 
nomic Reports of the President refer 
to the past. They are used mainly as 


> 


THE NATION’s Economic BUDGET AND THE GOVERNMENT 39 


a convenient device for summarizing 
past and current trends in the economy. 
These current statistics and their inter- 
pretation are used as a point of de- 
parture for discussing the probability 
of future trends; for instance, the like- 
lihood of continued inflation or the 
likelihood of a continued downswing. 
There are always certain facts about 
which statements of high probability 
can be made. For example, we know 
what Federal, state, and local govern- 
ments plan to spend during the coming 
year. We have surveys which tell us 
what businessmen intend to do about 


expansion and modernization of their 


plants and equipment. We have sur- 
veys that tell us about consumer plans 
to buy houses or automobiles during 
the coming year. Once we have as- 
sumed certain changes in important 
` categories of the Nation’s Economic 
Budget, we have some basis for specu- 
. lating about the effect of these changes 
on other categories and on the total 
of the Nation’s Economic Budget. It 
must be admitted, however, that we 
are still only at the beginning in de- 
veloping reliable methods for the analy- 
sis of “foreseeable trends.” 

Projections of foreseeable trends are 
usually made on the assumption that 
government programs will proceed as 
planned. These projections are the 
first step in formulating necessary 
changes in such programs. 


Objectives and economic policies 


Before policies can be recommended, 
it is necessary to obtain a picture of 
employment, production, and purchas- 
ing power that is needed to approxi- 
mate the objectives under the Employ- 
ment Act. Some attempts have been 
made in the President’s Economic Re- 
ports to state what increase in produc- 
tion is needed in order to offer ade- 
quate employment opportunities for a 
labor force that is growing in size and 


- objectives of the Employment Act. 


productivity. Attempts have also been 
made to estimate the increase in con- 
sumption and business investment that 
would be needed to sustain economic 
growth over a period of years. 

By contrasting economic objectives 
and foreseeable trends, conclusions can 
be reached as to the desirability of 
changes in government programs that 
might be needed either to combat in- 
flationary developments or to counter- 
act a recession or to promote balanced 
economic expansion. 


PROMOTING PRIVATE ENTERPRISE 


The Employment Act states the de- 
termination of the American Govern- 
ment to pursue a policy of promoting | 
maximum employment, production, and 
purchasing power which at the same 
time also fosters “free competitive en- 
terprise and the general welfare.” It 
does not envisage a regulated or planned 
economy. Statements of “economic ob- 
jectives,” as it is said in the 1949 An- 
nual Review of the Council of Eco- 
nomic Advisers, 


are not to be confused with economic blue- 
prints. They are conceived simply as 
bench marks for the orientation of private 
enterprise and public policies. Nor are 
they forecasts of what would be likely to 
happen without special effort. They de- 
pend upon success in accomplishing the 
We 
present them as an attempt to integrate 
governmental and private thinking in a 
way that is essential for making rational 
decisions. 


- If the private enterprise system is to 
make its full contribution to stability, 
powerful economic groups such as busi- 
ness managers, workers, and farmers 
must consider in their own actions not 
only their narrowly defined self-inter- 
ests, but also the impact of their de- 
cisions on the economy as a whole. As 
a matter of fact, in arguments for farm 
price support programs, in discussions 
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about the merits of specific wage de- 
mands, in debates about the question 
of whether the steel industry. is expand- 
ing too fast or not fast enough—in 
all these cases reference is made to the 
effect of these decisions on attaining 
the objective of full employment in 
a growing economy. Estimates and 
projections of the Nation’s Economic 
Budget can be used as points of refer- 
ence in these debates. While there is 
still a long way to go until business, 
farmers, and workers see their own de- 
cisions in this light, government poli- 
cies must be formulated so as to miti- 
gate or offset fluctuations in the pri- 
vate economy. 


Just as the Budget and Accounting 
Act of 1921 and the Reorganization 
Act of 1939 were milestones in evolv- 
ing procedures for an executive budget, 
so the Employment Act of 1946 initi- 
ated procedures for the rational de- 
velopment and co-ordination of govern- . 
ment economic programs. The attempt 
to achieve a reasonable degree of eco- 
nomic security in an economic system 
of free institutions is a great venture. 
In the Employment Act, the Govern- 
ment has committed itself to embark on 
this venture. While the principle has 


been enunciated and machinery estab- 


lished, we are still at the threshold of 
its implementation in actual day-by- 
day operations. 
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The Budget and Private Enterprise 


By HARLEY L. Lutz 


HE long period of deficit financing 
developed acceptance in some quar- 
ters of the idea that government spend- 
ing has certain peculiar virtues. Hence 
there is much less resistance today than 
there should be to large public budgets, 
and even to the prospect of a resort to 
deficit financing in years of business 
activity higher than any heretofore ex- 
perienced in peacetime. 
For the doctrine of the superior quali- 


ties of government spending we are 


heavily indebted to J. M. Keynes, who 
introduced into this country the con- 
cept of a “multiplier,” according to 
which each dollar of public expenditure 
is supposed to create a certain additional 
expenditure throughout the economy. 
In the early enthusiasm for a new, im- 
perfectly understood, and wholly un- 
tested, idea, one supporter testified to 
rumors he had heard that the multi- 
plier could be as much as $12 to $15 
for each dollar spent by government.* 
There never was a realistic, practical 
demonstration of the existence of such 
a multiplier, nor a valid statistical tech- 
nique for measuring it. In the de- 
pressed thirties, any straw that floated 
was grasped at to rationalize large 
spending as the cure for depression, 
and it was unnecessary to produce 
proof of efficacy, because none was de- 
manded. 

A substitute for the Keynesian multi- 
plier as the support for spending has 
been provided in the statistical data 
relative to gross national product and 
national income that are published by 
the Department of Commerce. The 


1 Hearings before the Ways and Means 
Committee, 73rd Cong., Ist Sess, on H. R. 
5664, pp. 75, 76. 


operations of government are taken into 
these data because government is a part 
of the economy in the broad sense. 
Those who seek doctrinal support of 
spending now turn to the statistics of 
national income. From an examina- 
tion of this material it is possible to 
formulate some deductions with respect 
to the relationship of public budgets to 
private enterprise. 

The economic operations of the Na- 
tion are expressible in terms of physical 
production or in terms of income and 
its application. In recognition of this 
double-barreled definition of economic 
activity, both aspects are combined in 
the concept “gross national product or 
expenditure.” From the standpoint of 
production, gross national product is 
defined as the market value of goods 
and services before deduction of de- 
preciation charges and other allowances 
for the consumption of durable capital. 
goods. From the standpoint of ex- 
penditure, it is defined as the purchases 
of goods and services by consumers and 
government, gross private investment, 
and net foreign investment. Invest- 
ment is regarded as expenditure for 
purposes other than consumption. 

Two aspects of the effect of govern- 
ment finances on the economy are dis- 
cussed here. ‘These are: (1) whether, 
and under what circumstances, the vol- 
ume of spending sustains or influences 
gross national product; and (2) the 
mass-purchasing-power doctrine versus 


. investment flow into capital formation. — 


GOVERNMENT SPENDING AND THE 
Gross NATIONAL PRODUCT 


The immense total of the gross na- 
tional product is a result of the cease- 


4i 
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less interaction of producing, distribut- 
ing through buying and selling, paying 
out income, and getting it back again. 
The reason for the huge total is that 
each transfer of income is an addition 
to total income, and each product or 


servicé supplied or exchanged through. 


income transfers is an addition to total 
product. For example, one person with 
an annual income of $10,000 pays 
$1,200 a year for domestic help; the 
_ total income of the two is reckoned 
at $11,200, and this is balanced by a 
corresponding addition to the national 
product of goods and services. 

Government operations are part of 
the “roll-over” of income, goods, and 
services. In the national income ac- 
counts, the funds collected through 
taxes or loans are added to total na- 
tional. expenditure; hence it would ap- 
pear that the more government collects 
and spends, the larger is the national 
income. Government services in equiva- 
lent amount are added to the total of 
national product, on the assumption 
that these services are worth what they 
cost. 

As a means of balancing the national 
income and expenditure accounts, such 
an assumption is necessary, but its eco- 
nomic weakness is evident. This weak- 
ness is that there is no free market test- 
ing of the value government is supposed 
to create by its taxing and spending. 
In the private economy, this test of 
equivalent market worth is universal. 
Payments of income are made only 
when equivalent values in goods or 
services are received; and vice versa, 
goods are sold and services are per- 
formed only when equivalent income 
values are received. But government 
gets its income through compulsion, 
whether through taxation or through 
fiat money. The sale of bonds may be 
politely referred to as a voluntary 
transaction, but the banks can no 
longer be regarded as wholly free 


agents, and when the velvet- wears thin 
on the iron glove, there is always the 
printing press. Neither taxpayers nor 
bond buyers are free agents in their 
dealings with government as they are 
in their private dealings with each other. 


OVERVALUATION OF GOVERNMENT 
SERVICES 


In consequence, the national income 
accounts carry a concealed error which 
springs from this overvaluation of gov- 
ernment services in relation to their 
cost. Beyond some point, these serv- 
ices are not worth what they cost, and 
from that point on, government becomes 
a dead-weight drag on the economy. In 
the case of a private business, any. 
fraudulent valuation of assets indicates 
an- impairment of capital. Likewise, the 
expansion of taxing and spending, par- 
ticularly into the zone of dead-weight 
drag, occurs at the expense of the na- 
tional capital. That is, it reduces the ` 
amount available in the economy for 
saving and investment. It is, in effect, 
a diversion of income from capital for- 
mation to consumption purposes. 

An illustration of the doctrine that 
government services are worth what 
they cost is provided by the following 
passage from a broadcast message by 
the President on July 13, 1949. After 
showing that the costs of past and fu- 
ture wars comprise more than three- 
quarters of the total budget, he said: 


The remaining 10 billion dollars of the 
budget provides for all other functions of 
the government.’ The major items in this 
category are public works, farm price sup- 
ports, education and housing: programs, 
and payments for health and social se- 
curity. For a country of this size, with a 
200-billion economy, 10 billion dollars for 
such essential programs is a reasonable 
sum, indeed. 


The size of the economy obviously has 
nothing whatever to do with whether or 
not the citizens are getting their money’s 
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worth out of a 10-billion-dollar expendi- 


ture. The programs are assumed to be 
worth that much because they cost that 
much. The recently published reports 
of the Hoover Commission indicate that 
there are large amounts wasted annually 


through duplications, bad organization, 


and inefficient management. The extent 
of these wastes, estimated for the whole 
Federal Government at several billions 
a year, is an indication, if not a precise 
measure, of the concealed error in the 
assumption that government services 
are always worth what they cost. 


Let THE RECORD SPEAK FOR ITSELF 


In view of the burdens and wastes of 
taxing and spending at excessive levels, 
it is important to know whether, and 
under what circumstances, government’s 
financial operations can sustain or influ- 
ence the total of national economic ac- 
tivity. The record, which is available 
in the detailed form of published na- 
tional income data only from 1929 to 
date, permits the following conclusions: 


(1) Little or no demonstrable influence 

of spending upor product is apparent while 
the spending comprises only a small part 
of the total; but such spending does have 
prompt and definite effects when it is on 
a massive scale, as was the case during the 
war, ; 
(2) Once strong inflationary forces have 
been set in moticn and the government has 
provided, by its financing measures, an 
ample supply of inflationary energy, the 
movement tends to continue under its own 
power despite the cessation of government 
operations on a large scale.” 


_In 1929, gross national product was 
$103.8 billion, with total government 
purchase of goods and services compris- 
- Ing 8.2 per cent. National product. fell 
to $55.8 billion in 1933, and recovered 


to only $100.5 billion in 1940, notwith- ` 


2H. L. Lutz, Public Spending and the Pri- 
vate Economy, New York: National Associa- 
tion of Manufacturers, Pub. No. 6 of Eco- 
nomic Policy Division, 1949. 


standing the relative increase of gov- 
ernment purchases to levels constituting 
from 12 to 15 per cent of the total. 
Those who contended at that time that 
the spending was not lavish enough to 
produce important results were right. 
In contrast, the gross national product 
rose from $100.5 billion in 1940 to 
$213.4 billion in 1945, a period in which 
government purchases ranged up to 46 
per cent of the total. During the war 
years government spending was on a 
scale large enough to dominate the 


. economy, and the financing methods 


generated an enormous inflation poten- 
tial. The inflation momentum carried 
gross national product to $231.9 billion 
in 1947, although government purchases 
dropped from $82.8 billion in 1945 to 
$28 billion in 1947. 

The detailed record of recent months 
suggests that when boom has given way 
to recession, government spending at 
the accustomed rate will not check the 
decline. The figures for gross national 
product and government purchases, at 
the adjusted annual rate, by quarters, 
for 1948 and the first half of 1949, as 
shown in Table 1, are interesting in this 
connection. : : 

The Federal Reserve Board’s index 
of industrial production reached a post- 


TABLE 1—Gross NATIONAL PRODUCT AND 
GOVERNMENT PURCHASES, BY QUARTERS, 
1948 AND 1949 (ADJUSTED ANNUAL RATES) 

(Dollar amounts in billions) 





Govern- | Per Cent, 
Period GNP | ment Purchases 
Purchases | of GNP 
1948: ` 
Ist quarter ! $245.2 | $30.5 12.4 
2nd quarter | 253.4 33.9 13.4 
3rd quarter |. 259.8 38.2 14.3 
4th quarter | 265.6 39.5 14.8 
1949: 
fst quarter | 257.3 41.2 16.0 
2nd quarter | 250.5 42.4 16.8 


Source: Midyear Economic Report of the 
President, July 1949, Table D-1, p. 87. 
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war high of 195 in October and No- 
vember 1948, and for that year the av- 
erage was 192. The decline began in 
December 1948, and for the month of 
June 1949 the index was down to 169. 
As the data in Table 1 show, gross na- 
tional product dropped by $15 billion 
from fourth quarter 1948 rate to second 
quarter 1949 rate. The point that is 
emphasized here is that the steady ad- 
vance of the dollar amount of govern- 
ment purchases through 1948 and to 
June 1949 did not prevent declines of 
the production index or of gross na- 
tional product. It is not necessary for 
the present purpose to determine where 
the recession trends began or why they 
began there. The one major component 
of gross national product that has not 
declined is government spending, but 
this factor has not been sufficiently in- 
fluential to hold the line. 

In the Midyear (1949) Economic 
Report, and again in a broadcast to the 
country on July 13, 1949, the President 
emphasized that large public spending 
is essential to prevent economic decline. 
Government, it was said, can prevent 
the economy. from running downhill. 
The text of the broadcast contained the 
following statement, intended to demon- 
strate the benefits of spending: 


Let us take-public works, for example. 
It has been estimated that every billion 
dollars sper:t for public works gives em- 
ployment to 315,000 people, and adds to 
the income, indirectly, of some 700,000 
more. The current budget provides more 
than three billion dollars for public works. 
These public works are greatly needed 
improvements. If we cut them out, we 
would not only hamper the growth of the 
economy, we would also increase unem- 
ployment by about a million persons, and 
weaken the position of over two million 
more. 


SOME ELEMENTARY ECONOMICS 


The elementary economic facts in- 
volved in the taxing and spending issue 


have been set out frequently, but there 
continues to be misunderstanding: and 
misstatement, of which the passage 
quoted above is illustrative. To begin 
with, government has no spending power 
other than what it takes from the peo- 
ple. Taxation is a transfer of income 
from the citizens to the government, 
and the roll-over of income produced 
by public spending of tax receipts is no 
more than a substitution for the roll- 


‘over which would have been produced 


by the private spending of income if it 
had not been taxed away. Consider, for 
example, the assertion in the above 
quotation that without a public works 
program of $3 billion, there would -be 
two million unemployed. But if the 
public works program were eliminated, 
and if the taxes were reduced by this 
amount, the private disposable income 
would have been larger by that amount 
and there would have been more pri- 
vate spending and investment.. 

The fallacy in the spending argument 
is the assertion, or implication, that gov- 
ernment seizure and spending of private 
income causes-jobs and additional in- 
come to appear, whereas nothing of the 
sort would happen if the citizens kept 
and spent their own income. As long 
as there is-no net provision of public 
funds by bank loans, taxing and spend- 
ing are, together, no more than a trans- 
fer process which adds nothing to the 
over-all total that would not have been 
added through private use of the funds. 

On the other hand, when government 
resorts to bank loans for a portion of 
its spendable funds, there is a net ad- 
dition to the total spending power. If 
the deficit is covered by sale of bonds 
to nonbank investors, it is a transfer 
operation similar in all respects to the 
transfer of income by taxation. In de- 
ciding to make the economy run uphill 
by means of a renewal of credit infla- 
tion, serious responsibilities are assumed 
by those who make such a decision. It 


` 
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was noted above that fairly large doses 
of inflation will be required to be effec- 
tive, judging from the available record. 
And the record also shows that once 
these large doses have been adminis- 
tered, their effect tends to continue even 
after the inflationary action has ceased. 
Hence, as the outcome of a restoration, 
by the injection of fiscal adrenalin, of 
that feverish inflation condition which 
is too often mistaken for prosperity, 
there will be renewed and stronger de- 
mands for broad powers to control 
prices, profits, and business ‘operation 
generally, in order to protect the peo- 
ple from the consequences of foolish 
government policies. 


Mass PURCHASING Power VERSUS 
CAPITAL FORMATION 


Turning now to the second issue pro- 


posed for discussion here, namely, mass 
purchasing power versus capital forma- 
tion as the key to prosperity, it should 
be said that the opposition ot contrast 
between these theories is one of major 
emphasis. ‘The advocates of the pur- 
chasing-power doctrine concede some 
importance to capital formation, but 


insist that it will occur if -a market'is- 


provided. The advocates of capital for- 
mation recognize the importance of a 


large, steady market, but: hold that 
buying power is generated by produc- 
tion, which involves wage and other 
payments as goods are produced. 

~ Clearly, there must be a proper and 
reasonable balance, because it is nec- 
essary to have both the facilities of 
production and consumer expenditures 
for the goods produced. The economy 
would be in an equally bad way if the 
national income consisted entirely of 
wages or if it consisted solely of profits. 
The indisputable fact that is derived 
from the historical record, and that is 
supported by economic analysis, is that 
there must be a certain amount of sav- 
ing and investment in capital formation 
if productivity is to expand. Mere 


‘growth in the number of workers will 


not increase production. Without a 
parallel growth of capital, the increase 
of population results in greater poverty 
and declining living standards. Wages, 
the principal source of mass purchasing 
power, are generated only by produc- 
tion, and the productivity of labor is di- 
rectly related to the amount of capital 
available for the workers to use. 

As this is being written, in July 
1949, the current stage of the recession 
is being attributed to a decline of mass 
purchasing power. The President’s solu- 


TABLE 2—DISPOSABLE INCOME, CONSUMPTION EXPENDITURES, AND Gross PRIVATE 
DOMESTIC INVESTMENT, JANUARY 1948-JUNE 1949, 
ANNUALLY ADJUSTED RATES, BY QUARTERS 


(Billions of dollars) 
. Di bl C > Salari d Gross Private 
Period meie | Coming |. ees D 

1948: Bi 

ist quarter $183.9 $172.5 $128.9 $38.5 

2nd quarter 190.2 177.3 131.1 39.3 

3rd quarter 196.2 180.1 137.4 42.0 

4th quarter 199.4 181.0 139.8 43.6 
1949: 

ist quarter 197.8 176.6 136.7 38.9 

2nd quarter! 193.0. 175.0 134.0 32.4 
Drop, l j 

4th Q. 1948 to 2nd Q. 1949 6.4 (6.0 5.8 11.2 


a Preliminary figures by Council of Economic Advisers. 
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tion is to maintain government spend- 
ing in order to sustain and. increase this 
purchasing power, and the solution pro- 
posed by Mr. Robert Nathan is a fourth 
round of wage increases. There are 
presented, in Table 2, some data from 
the President’s Midyear Economic. Re- 
port which are relevant to this matter. 


DISPOSABLE INCOME AND CONSUMPTION 


In the national-income terminology, 
the expression “disposable income” 
means the total of. personal income after 
deduction of individual tax and nontax 
liabilities. It is the income available 
for consumption spending and saving. 
The eighteen-month record covered in 
Table 2 indicates that while there was 
some decline in disposable income, it 
was at all times much more than would 
have been required to sustain consump- 
tion spending, even at the high levels 
of the third and fourth quarters of 
1948. Hence, though consumption 
spending did drop, there is no evidence 
that it was for lack of buying power. 

The ‘close agreement in the amount 
of drop in salaries and wages, dispos- 
able income, and consumption expendi- 
- ture over the eighteen months is in 
large measure coincidental. Total per- 
sonal income, which includes farm in- 
comes, business and professional in- 
comes, rents, interest, and dividends, in 
addition to salaries and wages, declined 
more than any of the items shown in 
Table 2, but the tax reductions of the 
1948 Revenue Act left more income in 
the possession of the people as dispos- 
able income. It would be convenient 
for the purchasing-power doctrine if it 
could be established that the reason for 
the drop in consumption was the de- 
cline of salaries and wages; for all that 


would then be necessary to expand. 


markets through greater consumption 
spending would be to raise salaries and 
wages, particularly the latter, by such 


number of billions as it was desired to 
reflect in the consumer spending.’ 
Unfortunately for that theory, this 
degree of causal. relationship cannot 
be granted. ` Part of the consumption 
spending is always made by farmers, by 
business and professional people, and 
by those who receive rents, interest, 
and dividends. Income from farms, 
businesses, and professions came down 
during the period. under review, and 
part of the diminution of consumption 
spending is attributable to these groups. 
Moreover, the rate-of consumption had - 


‘virtually reached its peak in the third 


quarter of 1948, for the gain in the an- 
nual rate in the fourth quarter was only 
$0.9 billion. Yet there was a further 
advance in the annual rate of salaries 


_-and wages of $2.4 billion into the fourth 


quarter. In other words, the spending 
increase had virtually stopped fully 
three months before the peak of arenes 
and wages was attained, i 

It is undeniable that the volume of 
consumption expenditure is influenced 
by the amount of disposable income. 
It therefore becomes important to con- 
sider what causes the variations—in the 
present instance the decline—of dis- 
posable income. Two factors are ger- 
mane to the present argument. One is 
the amount of taxes paid, for it has 
been noted that disposable income 
means total personal income less tax 
and nontax liabilities. At any given . 
national income level, a reduction of 
taxes means a larger disposable income, 
hence greater capacity for consumption 
spending. ‘The second factor is the vol- 
ume: of investment. In Table 2 the 
annual rate of gross private domestic 
investment. is shown to have fallen off, 
during the first half of 1949, by nearly 
25 per cent from the fourth quarter of 
1948. Here is an obvious and inescap- 
able reason for the drop in salaries and 
wages, and for some part, at least, of 


- the rise in unemployment. 
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THE INVESTMENT PROBLEM 


It is too well established to require 
argument that the ability to save and 
invest, and also the willingness to do 
so, are directly affected by the tax bur- 
den and the tax outlook. When the 
burden is already heavy and the pros- 
pect is for still higher levies, as was the 
case when the year 1949 opened, it is 


axiomatic that plans for business in- 


vestment will be adversely affected. 
The reported cases of drastically modi- 
fied investment plans are far outnum- 
bered by the unreported similar cases, 
and the grand total of these decisions 
has already added up to almost a 25 
per cent decline in the annual rate of 
business investment. 


Nevertheless, the President suggested 


in his Midyear Economic Report that 
within a few years national output 


should be well above $300 billion. It 


is doubtful if he is aware of the po- 
sition that such a goal puts him in with 
respect to government spending. Table 


3, showing various portions of the pre- ` 


scription written by the Council of Eco- 
nomic Advisers in the Economic Report 
of January 1949, is revealing. 

In that report, the Council said (p. 
61) that consumption expenditure, now 
at about 70 per cent of gross national 


product, should advance within a few- 


years to 75 per cent of GNP. In an- 
other place (p. 62) it was said: that 
gross private domestic investment, which 
was then at 15 per cent of GNP, could 
safely fall back eventually to some 11 
to 12 per cent. It was also said (p. 
52), that a reasonable rate of annual 
growth for the next few years would be 
3 per cent. Now the record of capital 
formation in relation to gross national 
product from 1869 to 1929 shows an 
average annual “plow back” of 15 per 
cent of GNP, with an average annual 
increase of total product of 2.9 per cent. 
There is some question whether a capi- 


tal investment ratio of 12 per cent will 
sustain an annual growth rate of 3 per 
cent, but this issue is not of first im- 
portance for the immediate discussion. 
It is apparent, however, that the 
“musts” or essentials for the achieve- 


ment of a gross national product of 


$300 billion are capital formation and 
consumption expenditure for goods and 
services. Government spending is there- 
fore in the residual position. Table 3 


TABLE 3—-CoMPoNENtsS OF Gross NATIONAL 
Propuct or $300 BILLION 
(Billions of dollars) 


Components Amount 
Total gross national product $300 
Consumption expenditures (at 
75 per cent of total). $225 


Gross private domestic invest- 
ment (at 12 per cent of total) 36 
Net foreign investment (for 
Point 4 and other programs) 
say 


Subtotal of above components $262 
Balance for government pur- 
chases of goods and services 38 


———_—— 


Total = $300 


shows how the Council’s prescription 
would work out at the $300 billion 
gross national product level. 

It should be understood that the 
item “government . purchases” in the 
national income accounts includes the 
purchases of state and local govern- 
ments as well as those of the Federal 
Government. In the second quarter of 
1949, total government purchases were 


running at an annual rate of $42.4 bil- 


lion, and there is no intention on the 
part of the President to reduce them. 
Rather, if possible, he plans to in- 
crease them. But his own ‘economic 
advisers have applied a pincers move- 
ment of which he seems to be unaware. 
The Council’s logic is sound, but even 
this group did not spell out, in one 
place, the significance of its own analy- 
sis of the economic forces, and has 
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given its support to “operation boot- 
strap levitation,” or how to be prosper- 
ous through spending. 

Suppose, however, that instead of 
-looking at such a remote goal as $300 
billion, the. formula be applied to the 
present situeztion. Gross national prod- 
uct in 1948 was $255.9 billion, but the 
annual rate was down to $250.5 billion 
in the second quarter of 1949. If it be 
. assumed that the total for the year 
1949 will be the same as for, 1948, here 
is how the Council’s program would 
work out for 1950. 

First, an increase of GNP in 1950 of 
3 per cent above the amount assumed 
for 1949 wauld lift the total to $263.6 
billion for-1950. Note again that the 
dynamic elements in raising the total 
are consumption expenditures and capi- 
tal invéstment. If consumption be set 
at 75 per cent of the total, this would 
require $197.7 billion, leaving $65.9 bil- 
lion for all other uses. Assuming for 
illustrative purposes that only 12 per 
cent would be needed for capital invest- 
ment, this would require $31.6 billion. 
It should be noted that this ratio is 
probably too small to sustain an an- 
nual growth rate of 3 per cent over the 
long run, but even so, there would re- 
main, in 1950, only $34.3 billion for 
net foreign investment and all govern- 
ment purchases. The rate of all gov- 
ernment spending for goods and serv- 
ices in 1949 was some $42.4 billion. 


j CONCLUSION 


- The conclusion is clear. The surest 
way to lift gross national product in 


1950 by 3 per cent above the 1949. 
level would be to cut government spend- 
ing by about $8 billion. The present 


‘writer has demonstrated elsewhere that 
this can be done without impairing na- 


tional security or the performance of 
essential governmental functions. This 
demonStration did not have the benefit 
of the Council’s prescription for pros- 
perity, which serves. in the premises 
as a logical support for results arrived 
at by independent, empirical processes. 
The loud cries of anguish from the 
spenders who assert that no budget re- 
ductions are possible should be disre- 
garded. It is possible to make the re- 
ductions. 

The immediate response to a drastic. 


cut in the burden of government would 
.be a burst of optimism. Talk and 


worry about a recession would end, 
and ‘all over the place there would be 
broad smiles and laughter at the very 
idea that such a thing could have been 
imagined. Many plans for business de- 
velopment now gathering dust on the 


‘shelves would be brought out and set 


in motion. There would be more jobs, 
more income, and more: spending. Mr. 
Truman’s difficulty is. that while he 
wants the blessings of a grateful peo- 
ple, he fails to realize that the way to 
receive a shower of these blessings is to 
take a substantial part of the load of 
government off their necks. 


3 Government Spending Committee of the 
National Association of Manufacturers, A 
Study of the Federal Budget for 1949 with 
Proposed Maximum Expenditures in the 
Fiscal Year 1950, New York, 1948 (Mimeo- 


- graphed). 
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Guideposts to a Free Economy (1945), and Public 


A General Appraisal of the American Tax Problem 


By Harotp M. Groves 


HE “Keynesian revolution” has 

wrought as.much change in pub- 

lic finance as in economics generally. 

Among the changes is a new emphasis 
on the economic effects of taxation. 

Of course there is nothing new about 

-the proposition that taxation has eco- 


related to the idea of cyclical budget- 


ing. Heavy taxation during prosperous 


nomic effects and that: these should be 


considered in appraising a tax measure. 
Adam Smith included all this in his 
renowned four canons. Tax bases and 
tates should be selected, other things 
being equal, so as to repress desirable 
economic activity as little as possible. 


According to this dispensation, some- ' 


thing would depend on the elasticity of 
supply. It was argued by some of the 
classicists, for instance, that land is an 
especially suitable subject for taxation 
because its supply is relatively fixed. 
Levies on other sources must usually 
be watched lest they impair the neces- 
sary incentives for producing the requi- 


site supply. Taxes that rest too heavily ` 


on the lower brackets might offend the 
economic interest in conservation of 
health and energy of workers. Certain 
levies on physical resources might also 
constitute bad conservation policy. And 
So On. 


Economic OBJECTIVES 


But the Keynesian revolution added 
a number of other important economic 
concerns. Taxation is now one of the 
factors in aggregative economics. Taxa- 
- tion and relief from taxation are re- 
garded as narcotics and stimulants, and 
these drugs must be administered ap- 
propriately according to the state of 
the patient’s health. This doctrine is 


1 Equity, economy, convenience, and cer- 
tainty. 
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years will produce a budgetary surplus, 
and this (if properly managed) will 
have a deflationary influence. A deficit 
during the economic doldrums will pro- 
duce the opposite effect. The doses 
can of course be applied in different de- 
gree. A relatively moderate application 
would maintain rates of taxation con- 
stant during the cycle, relying for elas- 
ticity upon the automatic response of 
tax bases to economic swings. A more 
radical program would manipulate tax 
rates according to cyclical needs, up to 
the point of suspending the tax system 
entirely when the economy is in a coma. 

Mixed in with the cyclical budget 
idea is the concern for the other eco- 
nomic aggregates—consumption, saving, 
and investment. Personal and corpo- 
rate income taxes can be used to re- 
duce saving, and when combined with 
expenditures they in effect support con- 
sumption—especially in such areas as 
health and education. As to invest- 
ment, it is argued at present that plant 
expansion in many areas has caught up 
with demand and that we are threat- 
ened with either overinvestment or 
hoarding. Others argue that invest- 
ment outlets are adequate but that an 
increase in taxation might undermine 
incentives to invest and thus create a 
glut in money flows. 

The Keynesian revolution also bears 
on the qualitative side of taxation. In 
general, it has created a powerful sup- 
port for progressive levies. Formerly, 
supporters of the progressive principle 
had to base their case on grounds of 
equity; they were forced on the defen- 
sive in arguing economic effects. Now 
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they take the offensive and argue that 
more equality is desirable not only for 
its own sake but also to help (even 
moderately) to provide the wide mar- 
kets that are necessary to keep the 
economy in high gear. At least the eco- 
nomic consequences of progression, it is 
said, are sufficiently ambiguous to war- 
rant decision on the score of equity. 

On the qualitative side, also, ques- 
tions arise as to whether the degree of 
progression should be increased during 
a depression—-thus giving greatest sup- 
port to consumption at such a time— 
and related during a boom, or whether 
the exact reverse of this policy should 
be followed. The latter would seek 
to encourage investment when most 
needed, and rests upon the idea that 
investment responds to tax incentives. 
Perhaps the boom period should be 
divided, with support for investment 
during the early stages when plant ca- 
pacity needs expanding to catch up 
with demand, and a reversal after the 
catching-up process has culminated (as 
at present? ). 

Finally, the Keynesian’ revolution has 
brought the new crop of incentive 
taxation proposals. Leading candidate 
among these is the proposal to tax idle 
money. If a glut in money flows is the 
- villain in the depression picture, per- 
haps money can be godded into the 


proper velocity by imposing some kind ` 


of a tax amounting to a fine on slug- 
gishness. A major weakness here is 
that: forced investment might produce 
only new competition in the bond mar- 
ket, and lead to little in the way of 
new outlays in creative ventures. More 
promising, it seems, would be a program 
on the order of one tried in Sweden, 
` amounting in effect to a compulsory 
corporation reserve available to be 
spent at strategic times or forfeited. 
Less radical but also promising is the 


idea of allowing accelerated deprecia-. 


tion in the dull periods. 


. the meal ticket of government. 


Space does not permit a full exami- 
nation of the pros and cons of all 
these Keynesian economic considera- 
tions. The difficulties associated with 
some of them are obvious enough, and 
some of these difficulties would remain 
even if the theorists were in full agree- 
ment as to what the economics of com- 
pensatory finance required. Suffice it 
here’ to say that the student of public 
finarice cannot ignore these issues. .The 
day is gone when taxation was simply 
And 
the urgency of the economic instability . 
problem and the- paucity of possible 
counteractants support a tolerant and 
experimental attitude toward the new 
economics of taxation. 


_ Mayor TRENDS IN AMERICAN, 
Tax SYSTEM 


Among the trends in public finance’ 
since the war, the following seem ae 
standing: 

1. There has been a substantial in-. 
crease in the ratio of taxation to net 
national product. In general, the ratio 
level of the postwar period has ranged 
a third higher than the prewar level 
and well over twice that of the 1920's. 
The trend has made the. tax system 
more important and has increased its 
actual and potential economic effects. 

2. The personal and corporate in- 
come taxes, through a combination of 
wartime broadening and deepening ‘on 
the one hand and the inflation on the 


other hand, have become far and away 


the leading sources of public revenue. 
While no recent studies have been made 
of the incidence of the tax system as a 
whole, it is reasonable to assume that 
it is more progressive over a wider 
range than heretofore, __ 

3. The Federal Government has as- 
sumed a dominant position in the tax 
system, accounting for 73.9 per cent, of 
total receipts, as compared with 38.8 
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per cent in 1929 and 28.2 per cent in 
1931, 

4. Federal expenditures are domi- 
nated by huge outlays for national de- 
fense and the greatly enlarged public 
debt. The latter is rendered less sig- 
nificant than anticipated, because of the 
‘inflation. The.former provides the field 
- in which the really significant economies 
in government can be made—principally 
by improving international relations. 
However, it also provides an element 
of stability for the economy. If we are 
fully resolved to devote any slack in the 
private economy to the insatiable ob- 


jective of preparing for war, no mat- 


‘ter what the consequences in debt en- 


largement, it is difficult to see how an’ 


incipient depression could progress very 
far. 

5. The trend of transfer expenditures 
continues upward. This is true both of 
the transfer expenditures among govern- 
ments—state and Federal aids—and of 
the transfer expenditures among indi- 
viduals through government pensions 
and social security. The important 
: phenomenon of federally collected state- 
shared -taxes, which has featured the 
postwar tax trends of Australia and 
Canada, has failed to develop here. 

6. Greatest tax inadequacy and com- 
plaint is appearing at the municipal 
level—particularly in the large cities. 


They have been caught. between the — 


millstones of inflation and migration of 
population and property values to the 
suburbs. In a considerable number of 
cases they have developed new sources 
of revenue, particularly in the income 
and sales tax fields, to supplement the 
` property tax. Occasionally they have 
been the beneficiaries of more generous 


grants of taxing power, but more often 


they have been placated by larger cash 
grants, 


2 Tax Foundation, Facts and Figures on 
Government Finance, 1948-1949 (New York, 


- 1948), p. 49. 


The states in the main have 


found their prewar tax systems suffi- 
ciently responsive to the inflation: to 
avoid major tax changes. 


AT THE LOCAL LEVEL 


The tax system at all levels is vul- 
nerable to criticism. At the local level, 
the general property tax has proved 
itself as inadequate and as unsuitable 
to finance the needs ‘of a modern city 
as it did forty years ago to finance the 
states. The development of a suitable 
local tax system is a matter of great 
importance, partly because the inde- 
pendence of local government is at 
stake. There are indications that local 


-government may go the way of the 


local merchant, sacrificed on the altar 
of efficiency. Along with the chain 
store, we shall have chain government. 
All this may be inevitable, but those 
who see democratic values (such as 
greater participation) in home rule do 
not propose to surrender without an 
effort or until they are shown. 

The local tax problem comes back to 
the fact that there are two ultimate 
sources of taxation——-property and in- 
come—and both should be represented 
in the local tax system. Confining the 
system to property fails to recognize 
the enormous development of ability to 
pay represented by jobs. - It also fails 
to recognize that a healthy democracy 
calls for a close correlation between 
voting and the direct support of gov- 
ernment. Representation without taxa- 
tion is almost as bad as the reverse. 

It is argued, to be sure, that income 
is not a suitable base for local taxation; 
that it is too difficult to localize. Rec- 
ognizing this as a major difficulty, one 


‘may still doubt that it offers a conclu- 


Sive objection. There are difficulties, 


“too, in the alternatives—state support 


or local levies on other sources, such as 
sales. More money can be wasted in 
the distribution of centrally collected 
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funds than in almost any other device 
yet developed in the tax system? 
Curiously, the urge to tax income at 
the local level has its counterpart in the 
urge to tax property (directly or in ef- 
fect) at the central levels. This may 
take several forms, one of the more per- 
sistent of which is the desire to differ- 
entiate between so-called earned (wage) 
and unearned (property) income in the 
Federal income tax. Perhaps it would 
be preferable to make more of the death 
tax or to develop a periodic tax on per- 
` sonal net worth. ` ! 


ÅT THE FEDERAL LEVEL 


At the central level, the concern of 
tax critics is or should be directed to 
the grave unneutralities that feature our 
business and personal income taxes. 
These unneutralities are objectionable 
on the score of equity and because they 
have unwanted and probably undesir- 
able economic effects. Four of them 
are conspicuous in the Federal corpo- 
rate income tax. The tax as it operates 
is unneutral as between: (1) corporate 
and partnership business, (2) stock and 
bond financing, (3) distribution and 
nondistribution of corporate: income, 
and (4) certain kinds of profit (corpo- 
ration) and other income. 

The first arises from the fact that the 
business income tax applies to corpora- 
tions but not to partnerships. The 
second arises from the’ fact that in 
calculating the corporate tax, bond in- 
terest is deductible, and dividends paid 
out are net. The third is due to the 
fact that cistributed income encounters 
the full brunt of the personal income 


3 The development of more adequate. local 
powers of taxation need not mean a halt in 
the improvement of our central aid system. 
Truth is. that we have made little or no 
progress in the improvement of such system— 
if it can be called system—-on the qualitative 
side. Federal aid systems with compensatory 
features are badly needed in the areas of gen- 
eral relief and public construction. 


‘from unprivileged sources. 


tax, and undistributed income escapes 
it entirely—at least in the short run. 
The effects of this third unneutrality 
may be important and far-flung. For 
instance, it probably aggravates serj- 
ously the growing problem of concen- 
tration in industry. It also probably 
aggravates the problem: of ‘oversaving 
(if it exists); the tax system really im- > 
poses a high degree of forced saving 
upon industry. The fourth unneutrality, 
that between corporate profits and other 
income, arises from the application of 
a special tax, as such, to corporations. 

Unneutralities can be found in the 
personal tax, too, and the intensification 
of that tax increases the seriousness of 
these discriminations. Fortunately, one 
of the worst of such unneutralities has 
been removed by action of the Eightieth 
Congress (though at the expense of pro- 
gression in the tax) in taxing the in- 
come of husband and wife on a per 
capita basis. But little progress has 
been made to remove the gross dis- 
crimination between income - received 
from tax exempt securities and that 
And the 
discrimination in favor of income from 
capital gains still persists. This is 
partly a matter of differential rates fa- 
voring income flowing from an ex- 
change of assets as distinct from other 
flows. But even more important is the 
fact that increments to capital are for- 
given entirely in event they pass from 
one generation to another. 


AT THE STATE LEVEL 


At the intermediate (state) level, a 
principal complaint is -that too many 
states put shackles on their legislatures 
when state constitutions were adopted, 
and these shackles are retained in a pe- 
riod in which legislative freedom rather 
than checks is needed. Most state con- 
stitutions are the product of an era when 
government was not to be trusted, and 
the less it undertook the better. Very 
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few states indeed have anything like a 
modern constitution. Provisions bar- 


ring states from works of internal im- ` 


provement, from incurring debt, from 
classifying property, from levying a 
state income tax, even from exempt- 
ing unspecified property from taxation, 
are examples of constitutional antiques. 
Provisions limiting debt of municipali- 
ties, regardless of purpose, to a maxi- 
- mum ratio of debt to assessed value are 
of the same order and vintage. If states 
are not to follow the lead of North 
Carolina in establishing state depart- 
ments of local affairs, with powers of 
reviewing local debt, then they should 
at least specify the debt limits in terms 
of annual revenues and exclude obliga- 
tions for self-liquidating purposes. 

The occasion for a new constitutional 
convention might well be one for a thor- 
‘ough examination of existing state tax 
practices. The time has arrived for the 
adaptation of state tax systems to the 
new facts of life: (1) new needs of mu- 
nicipalities, (2) Federal exploitation of 


the graduated income tax, and (3) the . 


probability that the tax system should 
support consumption rather than saving. 
These facts point to the development of 
a new species of income tax, very broad 
in base, conservative as to graduation, 
and with co-operative arrangements for 
municipal levies of a similar character. 


TAX SOURCES 


Further criticism is directed at the 
sales taxes, still maintained or being de- 
veloped by all levels of government.” On 
strictly theoretical grounds, at least, the 
use of most sales taxes for revenue is of 
doubtful defensibility. The excises pro- 
vide nearly 13 per cent of Federal reve- 
nue, and so-called general sales taxes 
provide the major source of state funds. 
The Federal excise system is supposedly 
confined to luxuries, but that term is 
stretched to include such items as elec- 
trical energy and appliances, telephone 

q 


and telegraph use, and transportation 
of persons and property. 

Probably it can be demonstrated that 
the net effect of the Federal excise sys- 
tem is not regressive in the sense that 
it falls proportionately more heavily on 
the lowest decile of American incomes 
than on the middle brackets. But the 
system has a fortuitous incidence both 
among brackets of income and among 
individual taxpayers. There is no logi- 
cal ground for the proposition that one 
who purchases a mechanical refrigera- 
tor should on that account contribute 
a sum to the public treasury. Conced- 
ing the doubtful point that such an ap- 
pliance may be classed as a luxury, the 
question remains, Why tax an innocent 
luxury in an era when consumption - 
neéds to be encouraged? More can be 
said for the taxation of so-called vices. 
But even here we have to discount 
sumptuary objectives, where, as in the 
case of tobacco, the statistics establish 
a very high inelasticity of demand. — 

The truth is plain enough for those 
who will see: property and income are 
the source of all taxes, and it is only by 


levying directly on the sources that we 


come out with a neutral and rational 
pattern of tax distribution. 

But ‘it may be conceded that ra- 
tionality and neutrality are not all that 
has to be weighed in the choice ofea 
tax system. Adam Smith’s canons 
(which, by the way, rank with the Ten 
Commandments in weathering the test 
of time) included convenience as one of 
the criteria of a good tax. Why pay all 
of our taxes the hard way? The politi- 
cal resistance to direct taxes and the 
administrative imperfections in collect- 
ing these at very high levels constitute 


. the main if not the sole justification of 


the retention of most sales taxes. 
These limitations of direct taxes are 
variables depending on time and place. 
The weight that they are entitled to is 
an intangible upon which tax critics 
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will disagree. This writer takes the 
position that as civilization advances, 
one can expect an improvement in the 
discipline and integrity that constitute 
the essential catalysts of the direct tax 
system. It is apparent enough that 
conditions in the United States today 
are vastly more favorable for a highly 
developed direct tax system than they 
were fifty vears ago. This writer is 
also one wko would resolve doubts in 
favor of the direct. tax system and de- 
vote effort at the points of its limita- 
tions. 


TAXATION STANDARDS 


Many tax critics have added the 
criterion cf adequacy to Adam Smith’s 
‘four canons. They say, that is, that 
taxes must be judged in part by the 
degree to which they help solve the 
problem of financing the outlays that 
the government deems essential or im- 
portant. This connects taxation with 
public expenditures. Thus many lib- 
eral critics embrace state sales taxes on 
the score that they make possible an 
adequate program of education. 

This posicion is not entirely without 
merit, but, carried too far, it means 
abdication of all standards of taxation 
in favor of the standards of public 
services. Those whose primary con- 
cérn is with the tax system should not 
and need not surrender too readily to 
the demands of the tax spenders. To 
do so is tantamount to the admission 
that the science of taxation is so feeble 
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and unimportant that it can be abro- 


_ gated without great concern. A callous 


tax conscience is not the mark of a 
community with a high level of civic 
responsibility. Notwithstanding the ad- 
vent of the Keynesian era, the questions 
of right and wrong are still of pre- 
dominant importance in taxation. 


CONCLUSIONS 


To recapitulate briefly a few of the 
many somewhat desultory points raised 
in this article, one may observe that 
the economic considerations in ordering 
the tax system, always important, have 
assumed new significance with economic 


budgeting. At the very least, we should ` 


so arrange our program that we cease 
to increase tax rates when depression 
threatens or arrives. At all levels of 


government, we should be- skeptical: 


about the wisdom and the necessity of 
consumption taxes. States need a new 
wave of constitutional reform attended 
by a recasting of tax systems, the latter 


. to recognize new needs of municipalities 


and to co-ordinate better both with Fed- 
eral and with existing or potential local 
levies. The Federal Government needs 
to re-examine its own tax system, seek- 
ing to eliminate some very striking and 
shocking unneutralities and to strengthen 
and improve its taxes on wealth (as 
distinct from income). We have made 
some progress in the science of taxation 
and ‘its application over the last half- 
century; but not nearly enough. 
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Taxation and the Consumer 


By MABEL NEWCOMER 


HE repercussions of the tax sys- 

tem. on patterns of consumption 
are usually associated with the poten- 
tially repressive effects of specific com- 
modity taxes; and fifty years ago the 
sphere of government was so limited 
that this was, in fact, the only way in 
which the tax system might materially 
influence consumption. Today, how- 
ever, government financing is of such 
magnitude that consumption patterns 
are necessarily greatly influenced both 
by the nature of government spending 
`~ and by the manner in which govern- 
ment funds as a whole are obtained. 

The sudden shifts of wartime brought 
this sharply to our attention. Price 
controls and rationing were not, of 
course, directly related to government 
= budgets. But they were a necessary 
concomitant of unprecedented govern- 
ment spending; and-high taxes and 
savings bond drives necessarily reduced 
the total of private spending and pre- 
sumably affected the nature of con- 
sumer buying. 

In peacetime, government channeling 
of private consumption is not so ap- 
parent, nor is it so extensive. But in 
1947, government spending had reached 
its postwar low at a level in excess of 
$50 billion. The gross national product 
in that year was $232 billion. Today 
the gross national product is apparently 
shrinking, whereas government spend- 
ing is Increasing. Government financ- 
ing of these proportions is inevitably 
an important factor in the total con- 
sumption pattern. 

Any analysis of the relation of gov- 
-ernment financing to the consumer 
must, therefore, consider government 
_ Spending as well as the way in which 


‘it is financed. However, since this 


study is concerned primarily with the 


tax system, taxes will be considered 


first and in greater detail. 


CoNSUMPTION TAXES 


bd 


Consumption taxes are usually de- 
fined as those borne by the final con- 
sumer. They cannot be sharply dif- 
ferentiated from business taxes, since 
taxes on final sales can be shifted back- 
ward under certain conditions, and 
most business taxes enter into costs to 
be covered in the final price. However, 
taxes on final sales, especially when 
they are explicitly added to the price, 
are usually classified as consumption 
taxes. At the other extreme, taxes on 
corporation profits are classified as 
business taxes. A manufacturers’ ex- 
cise is harder to classify. The test, of 
course, is whether the tax is success- 
fully shifted to the consumer or whether 
it brings reduced profits to the owners 
of the business. But the theory of 
shifting and incidence of taxation gives 
no Glear-cut answers to specific cases 


. unless all the factors influencing each - 
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case can be measured. 

We recognize a degree of “sticki- 
ness” in every tax. The taxpayer can 
rarely shift it all. Consequently, the 
farther the tax is removed from the 
final consumer, the less likely he is to 
pay it in full. However, it is possible 
that a very heavy manufacturers’ ex- 
cise may be shifted in largest part to 
the final consumer, whereas a very ‘light 
tax on final sales may be absorbed in 
largest part by the merchant. Also, a 
tax that is shifted by one seller may be 
absorbed by another. Moreover, the 
“final consumer”. is sometimes a busi- 


/ 
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ness concern. 
paid solely by the owners of pleasure 
cars. The classification of taxes in the 
following Ciscussion is, therefore, some- 
what arbitrary; but to discuss the ef- 
fects of: taxes on consumption without 
naming them, and without at least a 


rough estimate of their importance, 


` would be futile. And it is believed that 


Gasoline taxes are not- 


cation would not materially change the 
trends indicated. 

The following taxes are included in 
the category of consumption taxes: 
customs duties; general sales taxes; 
specific commodity excises (whether on 
manufacturer, wholesaler, or retailer); 
taxes on admissions, communications, 
and transportation; pari mutuel; and 
hotel taxes. In view of the fact that 


substantial modifications in the classifi- 


TAXES ON CONSUMPTION IN THE UNITED STATES FOR SELECTED YEARS* 
(In millions of dollars) 








Taxes 1902 | 1919 | 1923 | 1930 | 1933 | 1939 | 1944 | 1948 
Total 
Customs 254 184 562 587 251 319 431 422 
Liquor 193 483 30 12 49 765] 1,899 | 2,687 
Tobacco 52 206 309 462 423 640] 1,149) 1,640 
Gasoline m 1 39 496 |. 644 1,009 963 | 1,746 
Retail sales — — — 1 16 | 510 787 | 1,632 
Mfr's excises _ 79 185 3 119 190 232 | 1,170 
Other 3 86 118 23 96 144 960 | 1,620 
Total consumption 502 | 1,039 | 1,243 1,584 | 1,598 | 3,577 | 6,421 | 10,917 
Total taxes 1,408 | 7,023 | 7,489 | 10,748 | 7,805 | 13,260 | 50,908 |.54,450 
Per cent of revenue 
from consumption . : 
taxes 35.7 14.8 16.6 | 14.7 20.5 27.0 12.6 20.0 
Federal 
Customs 254 184. 562 587 251. 319 431 422 
Liquor 193 483 30 12 43 588 | 1,618 | 2,255 
Tobacco 52 206 309 450 403 580 988 | 1,300 
Gasoline -l — — mm 125 207 271. 479 
Mfr’s excises — 79 185 3 119 190 232 | 1,170 
Other? 3 86 118 23 92: 127 880 | 1,414 
Total consumption 502 | 1,038 | 1,204 1,075 | 1,033 | 2,011} 4,420] 7,040 
Total taxes 526 | 4,034 | 3,184 | 3,623 | 1,871 4,977 | 40,824 | 40,659 
Per cent of revenue 
from consumption 
taxes 96.8 26.7 37.8 29.7 55.2 40.4 | 10.8 17.3 





a Data for 1902 from U. S. Bureau of the Census, Wealth, Debt, and Taxation, 1907. 
Federal tax data for remaining years from Secretary of the Treasury, Annual Reporis, and 
Commissioner of Internal Revenue, Annual Reporis. State data for 1919 to 1933 from S. 
Doc. 69, 73th Cong., ist sess., 1943, Federal, State and Local Government Fiscal Relations, 
pp. 341-43. State data for 1939 to 1948 from U. S. Bureau of the Census, State Tax Collec- 
tions. Local taxes based on tax data published by U, S, Bureau of the Census for cities and 
for other local governments, and various state financial reports. Partly estimated. 

b Retailers’ excises, admissions, sugar and miscellaneous excises, two-thirds of passenger 
transportation tax, and one-third of telephone and telegraph taxes. Freight tax not included. 
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TAXES ON CONSUMPTION IN THE UNITED STATES FOR SELECTED YEARS—Continued 
(In millions of dollars) i 


Taxes 1902 | 1919 | 1923 | 1930 | 1933 | 1939 | 1944 | 1948 
State 
Liquor —— — — 6 174 267 426 
Tobacco — 12 20 59 160 339 
Gasoline — 1 39 495 518 801 685; 1,260 
Retail sales —- — (f). 1 16 442 721] 1,479 
Other? : = = — 4 10 73 194 
Total consumption (f) 1 39 508 564 | 1,486} 1;906; 3,698 
Total’taxes? 156 594 | 1,020 | 2,107] 1,724 | 3,832] 5,384] 7,791 
Per cent of revenue 
from consumption 
taxes 0.0 0.2 3.8 24.1 32.7 38.8 35,4 47.5 
Local 
Liquor — — — — 3 14 6 
Tobacco — — — — 1 1 1 
Gasoline _ — i 1 1 7 7 
Retail sales — — — — - 68 66 153 
Other — — — — 7 7 12 
Total consumption G) O (f) | 1 1 80 95 179 
Total taxes 726 | 2,395 | 3,285 | 5,018) 4,210 | 4,451] 4,700] 6,000 
Per cent of revenue 
from consumption 
taxes — — (g) (g) 1.8 2.0 3.0 


Pod 


¢ Soft drinks, admissions, pari mutuel, etc. 


4 Including tax on pay rolls. 


¢ Soft drinks, pari mutuel, hotel rooms, and admissions. 


f Less than one-half million dollars, 
* Less than one-tenth of 1 per cent. 


taxes on communications and trans- 


portation are paid in large part by busi-’ 


ness concerns and are somewhat remote 
from final sales, only part of the reve- 
nues has been included in the accom- 
panying table. Business licenses have 
- not been included, since they are not 
closely related to the price and the vol- 
ume of sales. However, it is probable 


that some part of these, particularly the 


heavy liquor licenses, is passed on to 
the consumer. Property taxes have not 
been included, although it is recognized 
that the tax on private residences af- 
fects rentals and home ownership. 


The purpose of consumption taxes 
has occasionally been to repress the use 
of certain commodities. This has been 
true of our protective customs duties, 
narcotics taxes, and—in some instances 
—the levies on al¢oholic beverages. 
Other consumption taxes, notably that 
on motor fuel, have been designed to 
charge specific government costs to 
those benefiting most from them. -For 
the most part, however, consumption 
taxes have been levied primarily for 
‘revenue. With that end in view, every 
effort has been made to avoid any. 
repression of consumption. 
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Relative importance as revenue 


The only important consumption 
taxes in the United States at the be- 
-ginning of this century were customs 
duties and Federal excises on alcoholic 
beverages and tobacco. 
duced 97 per cent of Federal tax re- 
ceipts in 1902. State and local con- 
sumption taxes amounted to less than 
1 per cent of the tax revenues. 

The introduction of corporation and 
personal income taxes in 1909 and 
1913, respectively, was destined to 

„alter drastically the general complexion 

of the Federal tax system. Extensive 
use of manufacturers’ excises and taxes 
on dealers and on transportation and 
communications during both the First 
and Second World Wars increased the 
number and the yields of consumption 
taxes greatly, but did not bring them 
back to their former relative impor- 
tance in the Federal tax system. In 
1919 consumption taxes accounted for 
only one-fourth of Federal tax receipts, 
and in 1944 for only one-tenth. In 
fact, they have been of greater relative 
importance in peacetime than in war- 
time, partly because of the tendency to 
reduce income taxes first after a war, 
and partly because of the greater sensi- 
tiveness of income taxes to business ac- 
tivity. Federal taxes on consumption 
have accounted for more than half of 
the total in only two years .(1933 and 
1934) since 1917. 

While the National Government has 
been increasing its dependence on in- 
come taxes, state governments have 
turned more and more to consumption 
taxes. The first important invasion of 
this field came with the adoption of 
gasoline taxes, beginning in 1919. This 
was followed by retail sales taxes, be- 
ginning in 1921 but reaching significant 
proportions only in the thirties. State 
taxes on tobacco products began in 
1930, and liquor taxes with the repeal 


These pro- . 


of prohibition in 1933. These are the 
important state consumption taxes to- 
day. The proportion of state revenues 
from consumption taxes has increased 
during the past fifty years from nothing 
to nearly half. 

Local governments, also, are turning 
to consumption taxes. In 1947, con- 
sumption taxes constituted nearly one- 
fourth of the tax revenues of New 
York City, and about 7 per cent of the 
tax revenues of other cities with a 
population of 250,000 and over. For 
most other local jurisdictions such taxes 
were negligible. ‘Nevertheless, local tax 
powers have been extended since the 
war, and there is every reason to ex- 
pect a rapid growth of consumption 
taxes at the local level. 

For all levels of government com- 
bined, the amount of revenues from 
consumption taxes has never reached 
the large proportion (from 30 to 40 
per cent) prevailing before the intro- 
duction of the income tax. However, 
it rose to more than one-fourth in the 
1930’s, and has risen again since the 
war. In absolute figures, these taxes 
have multiplied ten times in the past 
thirty years, whereas other taxes have 


‘multiplied about eight times. 


The yield of national consumption 
taxes still exceeds state and local levies 
by a substantial margin. These taxes 


-are of increasing importance, however, 


to the states, and of decreasing impor- 
tance to the National Government. — 
This shift is largely due to the develop- 
ment of the Federal income taxes, which 
provides the National Government with 
most of its revenue and at the same 
time limits state and local use of these 
sources. It seems probable, however, 
that the more dependable yields of the 
commodity taxes are an added attrac- 
tion to state and local governments, 
which are not in as favorable a posi- 
tion to borrow as is the National Gov- 
ernment, 
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As affecting consumption 


Turning to possible reprecussions on 
consumption, it is apparent that ap- 
proximately half of the total taxes un- 
der consideration fall on gasoline, to- 
bacco products, and intoxicating bev- 
erages. Some of the early liquor and 
tobacco taxes were intended to be re- 
pressive. ‘They have been continued 
and extended, however, largely because 
of their revenue-producing qualities. 
One of the arguments for repealing 
prohibition during the depression was 
the need for revenue from liquor taxes. 

All these commodities have compara- 
tively inelastic demand, and revenues 
do-not shrink greatly with depression, 
nor does consumption appear to shrink 
with increased tax rates. In spite of 
extremely high rates, there is no evi- 
dence that they have materially re- 
duced consumption of the taxed com- 
modities. 

Tf this is true, such taxes operate, 
like the general sales tax, to reduce 
general purchasing power. The inci- 
dence is not so evenly distributed as 
that of the retail sales tax, since some 
families spend a substantial proportion 
of théir incomes for these commodities, 
and others in the same income group 
spend very little. Also, the liquor tax, 
at least, is not regressive. On the other 
hand, the tobacco tax is regressive, re- 
sembling the retail sales tax closely in 
its incidence. The gasoline tax lies 
somewhere between the liquor and the 
tobacco tax in incidence. The family 
car is sometimes an essential means for 
getting to the job. Sometimes its prin- 
cipal use is for pleasure driving, in 
which case the gasoline tax paid will 
rise materially with income. 

Retail sales taxes are usually levied 
at much lower rates than specific ex- 
cises. 
not affect the purchases of families in 
the higher income brackets. For low 


Consequently, they probably do ` 


income families, however, they neces- 
sarily reduce purchases. These reduc- 
tions will not be spread evenly over all 
commodities. Those with the most 
elastic demand will be most affected. 
We have no quantitative measures of 
the effect of these taxes. The interac- 
tions of the market are too complex to 
permit the tracing of a relatively small 
factor such as this. 

Protective tariffs are in a different 
category, parfly because they tend to 
be higher than domestic excises; partly 
because there is usually a domestic 
substitute. Some protective tariffs have 
been truly prohibitory. But the fact 
that more than half of the National 
Government’s tax revenues were de- 
rived from this source in the century 
and a quarter preceding -the introduc- 
tion of income taxes as a regular source 
of revenue is sufficient evidence that 
many duties were not seriously repres- 
sive, 


BUSINESS, INCOME, AND PROPERTY 
TAXES 


Business taxes, insofar as they influ- 
ence prices, doubtless have some effect 
on consumption patterns, but it is clear 
that this is even more difficult to trace 
than the effect of taxes falling directly 
on the value of commodities. They are 
a part of the cost of doing business, but 
they are not closely related to either ' 
the quantity or the price of product, 
and owners, investors, and employees 
share in the incidence. Property taxes 
on homes, on the contrary, impinge di- 
rectly on a very important factor in the 
average consumer’s budget. However, 
the larger part of these are business 
costs or costs of investment. 

Personal income taxes, being neither 
a cost of business nor in any way tied 


_ to family expenditures, are not directly 


related to consumption. But personal 
income taxes at present levels cut pur- 
chasing power materially. For high 
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income families, this presumably af- 
fects saving more than spending; but 
in the middle income groups, where 
margins are comparatively small and 
income taxes large, there can be no 
doubt that spending is curtailed. 

In general, progressive taxes reduce 
spending less than equivalent regres- 
sive taxes. But the proposition that 
the consumption of heavily taxed com- 
modities will be reduced more than that 
of lightly taxed commodities is not so 
certain. This would be true if other 
things were equal. But it is no acci- 
dent that the heavily taxed commodities 
are those with relatively inelastic de- 
mand. And the government, interested 
in revenues rather than in controlling 
patterns. of consumption, has deliber- 
ately avoided repressive taxes. Conse- 
quently, the $20 or so a year that a 
family contributes to the tobacco tax 
may result in the curtailment of the 
clothing budget rather than the daily 
consumption of cigarettes. 

These generalizations are too vague 
to offer a satisfactory guide to tax 
policy, even though we were agreed as 
to our aims. But the persistent pro- 
ductivity of most consumption taxes, 
combined with the fact that they are 
either concealed in the price or paid in 
such small installments that they meet 
little resistance, makes them so attrac- 
’ tive to legislators that it seems probable 
that they will continue to play an im- 
portant part in government financing 
in the predictable future. 


GOVERNMENT SPENDING IN RELATION 
TO CONSUMPTION 


Thus far the discussion has been 
limited to the effect of taxes on family 
budgets. To stop with this would be 
to give a distorted picture of the effect 
of government financing on the con- 
sumer, It is often assumed that taxa- 


tion as a whole reduces consumption as - 


a whole. But this ignores the expendi- 
ture side of government budgets. If 
government spending merely replaced 
private spending, dollar for dollar and 
item for item, consumption patterns 
would not be affected by government 
spending. But the whole purpose of 
government activity is to.do what pri- 
vate individuals cannot or will not do. | 
Private individuals would not spend 
$15 billion for national defense, or $2 
billion for highways, no matter how 
much they might feel the need of these 
services. Nor would they spend the 
$15 billion or more that they now 
spend as private individuals on cars 
and gasoline if the government had not 
first spent its billions for the highway 
system. Government spending may 
also have a quantitative as well as a 
qualitative effect. It may stimulate 
private spending or it may discourage 
it. 

We can only guess the character of 
private spending in the absence of the 
deflecting forces of government. It is 
possible, however, to note the nature - 
of government influence. Insofar as 
government limits its activities to regu- 
lation, the cost factor is unimportant. 
Government restrictions on the use of 
narcotics, or a comprehensive system of 
rationing, may have a profound effect 
on consumption patterns without being 
reflected in the financial system. To- 
day, however, it is government spend- 
ing and taxing, operating through the 
price mechanism, that is primarily. re- 
sponsible for altering the consumption 
pattern. — 

In the first place, as noted above, 
government does many things that re- 
quire collective effort. The national de- 
fense could not be achieved by indi- 
vidual effort or even by voluntary co- 
operation. Other functions, such as 
highways, might be performed through 
nongovernmental agencies, but not so 
effectively. Motor vehicle users de- 
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mand nation-wide highway systems, un- 
hampered by frequent toll gates. Free 
highways are used more, and therefore 
render greater service in proportion to 
cost, than toll roads. Consequently, 
not only is private expenditure for high- 
ways negligible in the United States to- 
day; it seems probable that it would 
be much smaller than public expendi- 
_ ture if left to private undertakings. 

Another element that differentiates 
public’ expenditure from private, and 
therefore deflects the total pattern of 
consumption, is the element of com- 
pulsion. The number of children in 
school today is larger than it would be 
if there were no laws for compulsory 
schooling. But the fact that education 
is free (or heavily subsidized), even 
more than the fact that it is com- 
pulsory, is responsible for the relatively 
long schooling of the average Ameri- 
can. A very large proportion of chil- 
dren continue in school beyond the 
compulsory school age. Four-fifths of 
the cost of schools in the United States 
comes from public funds. If the full 
cost were charged directly to the fami- 
lies concerned, it. is safe to say that 
education expenditures would be weil 
below what they are today. 

Further illustrations are unnecessary 
to demonstrate the fact that govern- 
ment necessarily and intentionally al- 
ters the pattern of private consumption. 
Its total effect on planes of living is not 
clear. Insofar as government. is less 
efficient than private enterprise, the 
services provided may not .compensate 
for the reduction in private purchas- 
ing power through the tax system. Inso- 
far as government accomplishes what 
private enterprise cannot accomplish, 
planes of living may rise. Free and 
subsidized services may be wastefully 
used; or they may bring fuller use of 
otherwise wasted facilities. Planes of 
living are usually measured in terms of 
private purchases. Actually, the aver- 


age consumer in the United States to- 
day would suffer material losses in his 
plane of living if free services were 


‘withdrawn. ' 


Fiscat POLICY AND THE CONSUMER 


Any discussion of the effect of gov- 
ernment financing on the consumer to- 
day must take account of the repercus- 
sions of the budget on business fluctua- 
tions. The possibility of modifying the 
swings of the business cycle through 
alternate surpluses and deficits and 
other fiscal measures is considered else- 
where in this volume. It is sufficient 
here to note that private consumption 
is sensitive to business fluctuations, and 


-that the latter are greatly affected by 


the manner and the extent of public 
financing. It is reasonably certain that 
the war deficits resulted in increased 
purchasing power for private consum- 
ers, and that repayment of debts to the 
banks on any large scale would mate- 
rially reduce the total national income. 


CONCLUSIONS 


The role played by consumption taxes 
in our tax systems varies from decade 
to decade. There is a marked change 
both in the kinds of consumption taxes 
and in the jurisdictions levying them; 
but the increased importance of such 
taxes in state and local systems has 
been offset by the declining importance . 
in the Federal system. 

With the inflationary pressures of the 
past few years, any repressive effect 
that consumption taxes may have had 
has been harmless. The danger that 
lies ahead appears to be that state and 
local governments will increase them 
in periods of depression in an attempt 
to balance budgets. Heavy taxes on 
specific commodities may well have cut 
private buying of untaxed commodities 
as much as taxed commodities, because 
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governments have deliberately selected 
for heavy taxes those commodities with 
relatively inelastic demand. 

Consumers have probably been more 
affected by personal income taxes than 
by consumption taxes. Income taxes 
reduce purchasing power more because 
they’ are heavier, although being pro- 
gressive they probably reduce private 
consumption less, dollar for dollar, than 
regressive taxes. Insofar as income 
taxes equalize incomes, they tend to 
decrease “luxury” buying and increase 
“comfort” buying, with all the changes 
in the total pattern of consumption that 
this entails. . 

On the expenditure side of the budget, 
free and subsidized services change pat- 


terns of consumption materially. So 
also do the transfer payments, e.g., vet- 
erans’ payments and relief allowances. 
These tend to equalize incomes, with 
all the attendant effects on consump- 
tion. Even those payments financed 
through deductions from wages equalize 
incomes (and therefore consumption) 
through time. so 
Finally, the repercussions of alternate . 
deficit and surplus financing on the to- 
tal economy necessarily affect both the 
amount and the nature of consumer 
spending. In short, there is every rea- 
son to believe that the most important 
reaction of government financing on pri- 
vate consumption comes through other 
channels than consumption taxes. 
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Taxation and Labor 


By MatrHew Wott 


RGANIZED labor in the United 

States now represents sixteen mil- 
lion union members and their families. 
These millions of union members consti- 
tute the largest group in our society 
with common social and economic 
aims. The spokesmen for these or- 
ganized workers voice the aspirations 
of millions of unorganized workers, as 
well as those of their own constituents, 
in matters affecting them in the legis- 
lative and economic fields. Organized 
Jabor’s representatives have other roles 
than those of bargainers for wages and 
working conditions at the shop level; 
increasingly, they must participate in 
national and international affairs as 
representatives of the largest organized 
group of the nation’s producers, con- 
sumers, and citizens. 

This increasing interest of organized 

labor in the affairs of government at all 
levels manifested itself particularly dur- 
ing the twenty years preceding World 
War II; during and since the war, it 
has been’ intensified. 
' The American Federation of Labor 
believes that the preservation of our 
democratic institutions, as well as the 
best utilization -of our industrial ca- 
pacity and creative genius, demands 
that we foster and encourage individual 
initiative and enterprise to the highest 
degree possible. But the American 
Federation of Labor also realizes that 
these democratic institutions cannot 
long survive prolonged depressions, un- 
employment, and lowered living stand- 
ards. 


FIscAaL POLICY AND PROSPERITY 


Experience has shown that business 
of itself has never been able either to 
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avert cyclical depressioris or to alleviate 
their consequences. We must look to 
the Federal Government, we believe, to 
take such means as it can, commensu- 
rate with the preservation of our liber- 
ties, to prevent these periods of unem- 
ployment, and, when recessions do oc- 
cur, to mitigate the resulting suffering 
and to shorten the period of deflation. 
Most economists agree that the fiscal 
policy of the Government can be used 
to deflect or minimize business reces- 
sions and to prevent them from being 
so widespread and of such long dura- 
fion. Economists generally agree, also, 
that-to keep the effective demand for 
goods somewhere near the potential 
supply, and thus prevent acute defla- 
tion, the maintenance of mass purchas- 
ing power is necessary. 

For these reasons, among others, the 
American Federation of Labor is keenly 
interested in the tax policy of our coun- 
try. Labor realizes that economic gains 
through collective bargaining may be 
erased by the enactment of taxes which 
bear heavily on the worker. Labor’s 
deep concern in social legislation has 
resulted in a feeling of responsibility 
for the revenue measures through which 
such legislation may be implemented. 
And, as stated above, labor recognizes 
the fact that the Government must use 
its taxing power to offset severe infla- 
tionary or deflationary forces which 
may from time to time operate to af- 
fect the economy adversely. 

Members of organized labor remem- 
ber too well that once the economic 
machine ran down during the thirties, 
deficit financing and shifts in tax 
policy were only partially successful in 
improving economic conditions. By 


bad 
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1939 the number of unemployed stood 
at 9.5 million, while by 1941 that num- 
ber had declined to 5.5 million. They 
remember, too, how all this was changed 
with the onset of the war, when the 
Federal Government employed its credit 
on a scale previously undreamed of, and 
shortly thereafter bolstered that credit 
by enacting a series of revenue meas- 
ures which raised the national tax reve- 
nue to more than 45 billion dollars in 
1945, 

In retrospect, therefore, workers might 
well conclude that the budget balancers 
of the thirties were far from being re- 
alistic in their prescriptions for the 
economy. Daring policies using the 
public credit, spending, and taxation 
are assumed to be practical, necessary, 
and inevitable in times of war. Surely 
similar policies must be -accepted as 
equally: practical in times of peace to 
ward off industrial disaster and main- 
tain our economy at a high level. 


Our PRESENT SITUATION 


Now, in 1949, four years after war’s 
end, Federal tax revenue is still run- 
ning at a level of 40 billion dollars 
‘yearly. This is 15 to 20 billion dollars 
above the tax income estimates made by 
various tax experts during> the war, 
when they ventured into the field of 
forecasting postwar tax revenues. These 
experts, quite naturally, failed to take 
into their reckoning the costs of the 
Eufopean Recovery Program and con- 
tinued heavy defense expenditures 
which now bulk so large in our na- 
tional budget. 

These heavy expenditures have con- 
stituted a heavy burden on our economy. 
During 1947 and 1948, particularly, de- 
fense and export needs competed seri- 
ously with the demands of business for 
capital goods and machinery and with 
the needs of our American people for 
consumers’ goods. So strong were the 


s 


inflationary forces brought about by 
this combined demand for many goods 
and services that were in short supply 
that prices reached an all-time high in 
1948, 

Within a year, however, early in 
1949, to be exact, soft spots began to 
appear in many lines of business. Tex- 
tile, electrical goods, furniture, and 
household appliance factories reported 
slackening demand for their products. 
While in some lines this decline in de- 
mand may be temporary, resulting in 


certain instances in needed downward 


adjustment in prices, it has been as- 
serted that we are entering a buyers’ 
market, and in many lines our ability 


. to produce will again far outstrip our 


ability to distribute and consume. - 
In ordinary times this fact would 


give the citizen serious concern, were he 


worker, businessman, or government 
representative. Now it is much more 
serious, ‘for we must recognize that 
these warnings of potential oversupply 
of agricultural products, as well as 
manpower and productive capacity, 
come in a year when 18 billion dollars 
in Federal tax receipts will be spent for 
national defense and the financing of 
our commitments overseas. 


DISPOSITION OF Tax REVENUE 


It should be pointed out that the bulk 
of these 18 billion dollars will be spent 
for goods and services in this country. - 
We may regret the necessity for this 
expenditure and the taxes that make 
the expenditure possible, but elimina- 
tion of both the expenditure and the 
taxes would not assure us that our 
economy would benefit. On the basis 
of past experience, we cannot assert 
that 18 billion dollars of tax revenue 
now going into expenditures that do 
create employment would go into more 
useful expenditures and employment if 
our defense needs and foreign commit- 
ments were eliminated. 


TAXATION AND LABOR 


Certainly, it is reasonable to assume 
that if a decrease of 4 or 5 billion dol- 
: lars in excise taxes occurred, it would 
be reflected in increased expenditures 


of an almost like amount by the mil- © 


lions of taxpayers in the low income 
group. Several billion dollars more 
could be added to purchasing power by 
raising the income tax exemptions on 
individuals by at least $200. Beyond 
‘this point, however, serious question 
might be raised as to whether additional 
tax cuts in the personal or corporate in- 
come tax fields would be desirable. H 
such tax reductions led to accumula- 
tion of idle capital, rather than to the 
channeling of funds into the stream of 
expenditure, they would not be bene- 
ficial, 3 

It is conceivable that after mature 
consideration it may be thought ad- 
visable for the Government to retain 
taxes that would yield 8, 9, or 10 bil- 
lion dollars of the revenue now going 
to finance defense and the European 
rehabilitation program. This amount 
of revenue might be employed for use- 
ful public works, education, health, 
roads, recreational areas, and power de- 
velopment. Labor believes that more 
and more, as our productive capacity 
increases, the excess of savings that 
cannot be used profitably in private in- 
vestment should not be allowed to stag- 
nate. It should .be used for needed 
public improvement and services that 
contribute to the well-being of all our 
people. , 

The period of the depression, the 
war period, and the current situation 
are referred to at length because ex- 
- perience during these years has con- 
firmed organized labor in its belief that 
we have entered an era in which the 
tax policy adopted by Government can 
do much to shape the health of the 
economy for good or ill. It is not a 
question of a high or a low tax policy; 
it is a question of how taxes affect the 


~ 
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economy, shaping, as they may to a 


considerable degree, employment, wages, 


profits, and the cost of living. And in 
the levying of these taxes labor recog- 
nizes that consideration must be given 
to the needs of industry for the expan- 


.sion of plant and the tools and ma- 


chinery of production. Equal consid- 
eration, however, must be given to the 
desire of „Workers to enjoy a higher 
standard of living through the increase 
in our productive capacity. 


ABILITY ‘TO Pay AND PROGRESSIVE 
TAXATION 


Labor has consistently held that 
taxes at all levels should be levied ac- 
cording to the principle of ability to 
pay. In taking this position, it does 
not suggest that taxes should be levied 
only on certain groups or on- special 
classes. -It agrees, rather, with those 
who believe that the obligation for pay- 
ing taxes should be extended to the en- 
tire population in the broadest pos- 
sible manner. However, experience has 


_ shown that with the multiplicity of 


taxes levied at the several levels of gov- 
ernment, the sum total of such taxes 
may operate to discriminate against, 
rather than to favor, those in the lower 


_ income levels, 


Representatives of labor in the pe- 
riod before the war pointed out that 
studies showed that wage earners in the 
lowest income groups paid a larger pro- 
portion of their income in taxes than 
was paid by those in several higher 
income groups. Percentage-wise, the 
worker at the $1,000 income paid 15 
to 19.3 per cent of that income in taxes 
—-a higher proportion than was paid by 
the worker at the $2,000 income level, 
and only slightly lower than the per- 
centage paid by the taxpayer at the 
$5,000 income level. i 

Now, in the postwar period, heavy 
Federal excise taxes and regressive lo- 
cal and state taxes combine with the 
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Federal personal income tax to violate 
the ability-to-pay principle and to de- 
press minimum living standards as they 
should apply to family income up to 
$3,000 or $3,500 at the present time. 
Labor holds that a man with a larger 


income can contribute a larger propor- - 


tion of that income than the taxpayer 
with the smaller income. This is not 


- only equitable, but would seem to be © 


sound business in the light of our his- 


tory. Depressions have occurred in. 


‘which the lack of purchasing power was 
evident, even while resources, man- 
power, and capital were idle. To the 
extent that purchasing power may be 
increased through wise tax policy, both 
production and consumption may be 
increased. Certainly taxation based on 
ability to pay would seem to be de- 
sirable because of its contribution to 
equity and economic stability. . 

Taxation according to the ability-to- 
pay principle is also in harmony with 
the principle of taxation according to 
the benefits received. Certainly, with 
the increase in the size of a taxpayer’s 
income, it must be assumed that the 
services of government and the obliga- 
tion of that taxpayer for those services 
increase, so that his contribution to 
governmental tax revenue should logi- 
cally be expected to increase. Those 
who argue s50 strongly for elimination or 
substantial reduction of corporate in- 
come taxes are too prone to forget the 
many benefits conferred by government 
on this form of business. 

It is true that the corporate form of 
business organization has facilitated the 
economic expansion of our country.. It 
is equally true, however, that corpora- 
tions enjoy tremendous privileges un- 
der our laws. l 


NET INCOME TAX 


Over the years, labor has supported 
the net income tax on both individuals 
and business as the most equitable 


‘swallowed up by price increases. 


form of taxation. Since all taxes even- ` 
tually come out of income, labor be- 
lieves that equity demands that the 
maximum amount of tax revenue come ` 
as a direct tax on the recipient at rates 
graduated in proportion to the size of 
that’ income. 

During World War II and thereafter, 
the income tax demonstrated its effec- 
tiveness aS a revenue producer at the 
Federal level; from 1944 through 1948, 
the annual revenue from direct taxes 
on the income of individuals and cot- 
porations has ranged between 30 and 
36 billion dollars. The postwar tax re- 
ductions made by Congress in the in- 
come tax field were in labor’s opinion 
improperly timed and poorly planned. 
To the extent that either tax relief 
measure reduced taxes of those in the 
low income groups, it may be safely as- 
serted that their over-all effect was to 
feed the inflationary forces by stimu- 
lating purchasing power in a period 
when goods: were in short supply. Con- 
sequently, for those in the lower income 
groups, tax savings were more than 
La- 
bor was particularly opposed to the 
1948 reduction, under which the bulk 
of the savings accrued to those in the 
income groups above $3,000. Reduc- 
tions made in the personal income tax 


` and in estate and gift taxes were in- 


equitable and contrary to the best in- 
terests of the over-all economy. - 


PROPERTY AND OTHER TAXES 


During the early thirties there was 
wide protest against high. property taxes, 
which then provided the bulk of local 
revenue. Real estate owned in- large 
part by farmers, homeowners, and small 
businessmen bore heavy local taxes and 
in certain cases state taxes as well. At 
the same time, millions of dollars in 
stocks, bonds, mortgages, and other 
forms of wealth in few cases were sub- 
ject to local taxes of any kind. 
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In some states this problem was rec- 
ognized by the enactment of income 
taxes. Certain states, too, withdrew 
from the property tax field, leaving ex- 
clusive right to levy that tax to the 
local units and school districts. Other 
states actually worsened their situation 
_by levying general sales taxes as a 
means of relieving local property taxes. 
Sales tax revenue was returned in the 
form of school aid, old-age assistance, 
and general grants to local units, which 
immediately operated to reduce local 
property taxes. Unfortunately, the ur- 
ban communities in which the bulk of 
the-sales taxes were collected were un- 
able to reduce their property taxes. 
Continued and increasing need for serv- 
ices, as well as the fact that most state 
aid systems operate in favor of rural 
areas, actually resulted in increasing the 
over-all tax burden of these urban 
centers. 

In such cases it is obvious that re- 
gressive sales taxes piled on top of 
high property taxes do violence to the 
ability-to-pay principle. The serious 
nature of this problem from the point 
of view of labor may be recognized from 
the fact that 60 per cent of all state 
tax revenue, approximately 4 billion 
dollars in 1948, was derived from 
levies on sales and gross receipts. 

The ill-considered haste with which 
many urban communities are supple- 
menting high property taxes and state 
taxes on consumption with local taxes 
on pay rolls, sales, and amusements, 
and a- wide variety of nuisance taxes is 
generally opposed by labor. While la- 
bor -recognizes that local communities 
and the states have serious problenis of 
financing, it does not believe that con- 
tinued excessive dependence on hap- 
hazard taxation of consumers is in the 
long-term’ interest of either the na- 
tional economy or that of the several 
states. 

Local property taxes have been re- 


placed or supplemented by local and 
state taxes on consumption in a num- 
ber of industrial states. Where this has 
occurred, millions of dollars of income 
continue to go untaxed for local or state 
purposes, and low income groups bear 
a disproportionate share of the tax 
burden. l 

At the present time, when the 7 bil- 
lion dollars collected annually in Fed- 
eral excise tax revenues is added to the 
more than 4 billion dollars collected 
in local and state taxes on consump- 
tion, the serious braking effect of such 
taxes on Our economy may be ap- 
preciated. Further, it must be realized 
that our social security system as now 
financed and administered also oper- 
ates to depress the purchasing power 
of our people. National collections of 
$1,600,000,000 last year, as against dis- 
bursements of only $510,000,000, indi- 
cate the possible extent of this curtail- 
ment of consumption. 

Economists have pointed out that the 
depressing effect of piling up social se- 


_curity reserves may be minimized by 


(1) extending the social security tax to 
the income levels above $3,000, so that 
a larger proportion of, collections and 
reserve would accrue from taxation 
based on the ability-to-pay principle, 
and (2) employing a large portion of 
the reserves in self-liquidating public 
works that would contribute to main- 
taining employment and purchasing 
power, 


LABOR’S PREFERENCES 


In summary, therefore, it should be 
said that in accordance with the need 
for emphasizing taxes based on the 
ability-to-pay principle, labor favors di- 
rect taxes on personal and business in- 
come and on estates and gifts. These 
are the most equitable types of taxa- 
tion. It is essential that they should 
be enacted and administered wfth mini- 
mum possibility of revenue loss, since 
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to the extent that such losses occur, 
the entire revenue system becomes less 
progressive. These losses may become 
considerable when favored treatment is 
accorded to certain types of income, 
whether such income is derived from 
capital gains, gifts, tax-exempt securi- 
ties, or other sources. 

Although much has been said about 
the regressive nature of the property 
tax, experience has shown that it. will 
probably continue to provide the basis 
for the financial support of local gov- 
ernmental services. There are states in 
which reliance has been placed on the 
property tax, with emphasis on proper 
assessments and collections. In many 
instances these states have weathered 
economic storms much better than their 
neighbors which have adopted arbitrary 
property tax limitations and thereby 
have been forced to supplement their 
local and state income with other 
sources of taxation. Moreover, to the 
extent that these supplementary taxes 
are taxes on consumption, the tax sys- 
tems in such states have become in- 
creasingly regressive. | 
_ Excise taxes, flat-rate pay-roll taxes, 
and general sales taxes are generally op- 
posed by labor. Such taxes may be 
justified in times of emergency and for 
a short period, but neither from the 
standpoint of equity nor of sound 
economy do we believe they should 
_have a place in either the state or 
Federal tax systems in ordinary times. 


A RATIONAL Tax Pottcy NEEDED 


The spelling out. of an ideal tax 
policy may be a relatively simple mat- 
ter; its realization is by no means so 
simple. At the local and state levels, 
particularly, it is obvious that group 
pressures and shortsighted expediency 
rather than. long-term considerations of 
equity and desirable policy determine 
tax issues. Real or fancied competition 


between communities and among states 
may be cited as the deciding factor in 
justifying tax policies growing out of 
timidity, evasion, or drift. 
Unfortunately, all too few of: those 
responsible for shaping and directing 
tax policy at the local and state levels 
seem to recognize the danger in the 
multiplicity of nuisance and sales taxes. © 
Added to heavy Federal excise taxes, 
they combine to exercise a serious brak- 
ing effect on the economy. Consider, 
for example, the plight .of the several 
millions of our elderly people on pen- 
sions or fixed income. Few of these 
people have had their incomes increased 
in a manner commensurate with the in- 
crease in cost of living during the past 
several years. It is obvious that the 
combined burden of sales and consum- 
ers’ taxes of various kinds is. particu- 
larly onerous, restricting, as it does, 
their purchasing power and that of all 
others in the low income groups. 
States and muncipalities evidently 
cannot or dare not exercise their taxing 
power so as to work consistently in the 


direction of the over-all economic good. 


It is obvious, therefore, that the Fed- 
eral Government must use both its 
credit and its taxing power so that they 
may be of direct assistance to the states. 
There is no reason why all income taxes _ 
should not be collected by the Federal 
Government and shared by the states. 
Such integration in the income tax field 
would eliminate at one stroke much 
competition between states in the tax 
field, group pressures on state legisla- 
tures, and the needless duplication of 
tax collection machinery. It would 
also enable some of the more backward 
states in tax legislation to discontinue 
reliance on the sales tax for revenue. 
Moreover, if tax and spending poli- 
cies of state and local governments are 
contrary to those of the Federal Gov- 
ernment in a period of deflation, it is 
obvious that even a slight recession may 
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grow into something much more seri- 
ous. The resources of the Federal Gov- 
ernment in times of unemployment and 
declining production and consumption 
should be used to encourage and bolster 
local and state credit, so that necessary 
services may be maintained, useful pub- 
lic works undertaken, and private busi- 
ness stimulated and encouraged. It 
should also be recognized that the ex- 
tension of Federal social security both 
in coverage and through increased bene-. 


fits will eventually make for a decrease 
in the old-age assistance and welfare 


- Idads of both states and local units of 


government. 

Labor’s tax policy is not one di- 
rected primarily at promoting the par- 
ticular interests of any one section of - 
our people. It is rather a program di- 
rected at using the tax, fiscal, and credit 
resources of the Nation to promote the 
well-being of the greatest number of 
our people. 


Matthew Woll, New York City, is vice president of the American Federation of Labor 
and chairman of several of tts committees. He was a member of the National War La- 
bor Board in 1942 and of President Truman’s Labor Management Conferencé in 1945, 
and has been a delegate to several international labor conferences. He is a writer and 
speaker on labor and economics and is author of Labor, Industry and Government (1935). 


Taxation and Business Initiative 


By H. W. PRENTIs, Jr. 


N analyzing the relation between 
taxation and business initiative, it 
is well to bear in mind that economics 
is the study of how people act in the 
production and consumption of goods 
and services. It is the study of human 
behavior. ‘This principle is of particu- 
lar importance in examining a market 
economy such as oursin America. Here 
the majority of business transactions 
are voluntary. They are determined by 
personal appraisal or valuation, and 
necessatily involve the entire spectrum 
of motives which govern individual be- 
havior. 


BUSINESS INCENTIVES 


The incentives that lead people to un- 
dertake economic activity vary widely. 
Some persons find. that the satisfaction 
developed from creative work is of 
major importance. Others are caused 
to act by the expectation or hope of 
social recognition, by the prospect of 
influence or power, or by the oppor- 


tunity to obtain material security. In ~ 


other words, there is no single incentive 
or motive that will induce people in 
general to undertake production or to 
initiate business ventures, since every 
individual is motivated by complex im- 
pulses and desires. 

Even the motive of greed or selfish- 
ness, so greatly emphasized in the early 
descriptions of capitalistic theory, may 
be confused with the desire for inde- 
pendence or self-reliance. In consider- 
ing what incentives will cause an indi- 
vidual to work at the development of a 
new technical process or the production 
of services which someone else may be 
willing to buy, no one can say precisely 
that the person undertaking such ac- 
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tivity is moved to do so through his 
greed, his selfishness, his desire to pro- 
vide material security for himself or his 
family, or his wish for personal inde- 
pendence, or for the gratification of pro- 
ducing something which did not exist. 
before. In a market economy, however, 
we may at least assume that the. ac- 
quisition of income is almost invariably 
the prime incentive, no matter what 
personal motives may also apply. 

As a matter of fact, there are prob- 
ably many more specific ways in which 
to gain income than there are motives 
for doing so. Among such types of eco- > 
nomic activity are the planting of crops 
by the farmer, the seeking of employ- 
ment by a person who sells his services 
for wages, or the investment of capital 
by a person who has saved from earlier 
income or has borrowed funds. In gen- 
eral, persons attempting to obtain in- 
come fall into two classes: first—and 
they are in the great majority—are the 
individuals who are seeking income for 
themselves and their families; second 
are the executives who are employed to 
obtain income for the owners of the 
facilities they manage. 

Most individuals seeking personal in- 
comes are employed by- others. 
many instances, such persons give little 
consideration to the desirability of un- 
dertaking for themselves the owner- 
ship and management of a business as 
against working for a wage ora salary. 
In these cases, therefore, the direct ef-. 
fect of taxation on their incentive to 
produce would be of little or no sig- 
nificance. However, where an indi-` 
vidual is in position to choose whether 
to obtain income from the ownership 
of property or from serving as an em- 


In — 
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ployee, the diverse effects of taxation 
upon income derived from these two 
different kinds of activity may be of 
considerable importance in making the 
decision. 


EFFECTS OF PROGRESSIVE TAXATION 


The person investing his savings or 
borrowed capital in property used in 
production is confronted with the cer- 
tainty that the more successful he is in 
obtaining income from his venture, the 
larger will be ‘the proportion of that in- 
come which must be surrendered in the 
form of tax payments. On the assump- 
tion that persons as a rule are not 
inclined to assutne increasing risk’ for 
a diminishing return, it is reasonable 
to think that personal taxation with 
steeply progressive rates tends to re- 
duce the willingness of individuals to 
undertake economic ventures of their 
own in the hope of large rewards. This 
discouragement to risk-taking accounts 
in part for the fact that during the past 
three decades we have developed less 
and less trade and monetary income in 
our economy relative to the money sup- 
ply. The ratio between disposable in- 
come and the liquid money supply in 
the twenties was 1.8 to one. In 1935 
the ratio was 1.5 to one. In 1940 it 
was 1.4 to one, and in 1948 it was 1.3 
to one. This trend unquestioriably was 


influenced by other factors, but one im- ” 


portant determinant has undoubtedly 
been the reduced reward for initiative 
in business. 

A second indication of the current 
reluctance of individuals to engage in 
new ventures is the apparent fact that 
many persons of wealth have not con- 
sidered it worth while to invest their 
funds in income-producing property 
` during recent years. All during the 
decline in the equity market since 
1946, people of an optimistic turn of 
mind have repeatedly commented on 
the large sums of liquid capital de- 


veloped in past periods which could be 
invested in equities if their owners 
were so inclined. Despite the fact that 
yields on common stocks have risen to 
exceptionally high levels, there has been 
no evidence that these idle funds have 
been invested in such securities to any 


- marked extent. 


A third indication of the effect of 
progressive personal income taxes upon 
the incentive to own income-producing 
property is aptly described in the words 


-of the investment counsel who said, “I 


cannot bring myself to recommend to 
my clients that they liquidate their 
holdings of tax-exempt government ob- 
ligations in order -to buy equities hav- 
ing much higher yields.” It is a mat- 
ter of simple arithmetic that a reason- 
ably well-to-do individual can obtain 
more income from a tax-exempt state 
or municipal obligation than from in- 


.vestment in an equity giving twice the 


gross return. The effect of our pro- 
gressive tax rates, however, has been to 
reduce the incentive for an individual 
seeking personal income from property 
to make such investments if he is in the 
higher income brackets. 


EFFECTS OF CORPORATE TAXATION 


The position of management em- 
ployed by the owners of a business is 
somewhat different—particularly so in 
the larger enterprises. The employee 
manager ordinarily is interested in ob- 
taining income in the form of salary 
and bonuses from the company by 
which he is employed. The size of his 
personal income generally is dependent 
upon the amount of profits earned by 
the enterprise. Consequently, the pro- 
fessional manager, when considering the 


. expansion of facilities through addi- 


tional investment, is influenced by the 
tax on profits rather than by the pro- 
gressiveness of taxes on personal in- 
comes. 
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Managers of the most efficient com- 
panies in an industry, when the longer- 
term outlook for business is favorable, 
ordinarily szek to compensate for the 
burden of the tax on profits by quot- 
ing prices at a level that in effect trans- 
fers the impact of such taxes to the con- 
sumer. Executives of less efficient en- 
terprises are obliged to set substantially 
the same prices as their more efficient 
competitors—at least no higher-——if 
they are to be able to sell enough goods 
to stay in business. Consequently, the 
important consideration in determining 
the effect o? taxation upon initiative in 
business is the attitude of the managers 
of the most efficient segments of an 
industry. 

When such managers are considering 
a possible expansion in capacity, the 
vital question is whether’ a sufficient 
amount of goods can be sold for a long 
enough period of time to justify invest- 
ing additional capital in new: facilities, 
and whether the resulting additional 
business will produce profit enough to 
make the risk worth while. Before the 
war, the managers of efficient busi- 
nesses had to evaluate any proposed 
expansion program on the basis that 
taxes approximating 17.5 per cent of 
net profit would have to be collected 
in addition to other costs. Today such 
management is obliged to face the ne- 
cessity of cbtaining a return with which 
to pay taxss on expanded or new ven- 
tures, equal to approximately 61 per 
cent of the net profit—that is, the 
profit remaining after tax.* Thus it 
can be seen that the increase in the 
corporate tax rate has made it much 

1 The figures given here do not refer to the 
amount of profit remaining after the corpo- 
rate tax is deducted. Instead, they show what 
percentage the tax’ applicable in each instance 
is of the profit remaining after tax. For ex- 
ample, if there were an ificome before tax of 
$1,000 from which tax of $380 is deducted, 
there remains a profit after tax of $620. This 
latter amount, $620, divided into the tax 


itself, $380, shows a percentage of 61.29, 
which is the figure shown in the text. 


more difficult for business managers to 
be reasonably confident that an expan- 
sion of existing facilities can be un- 
dertaken with success; for the price 
charged for the product must be sub- 
stantially higher today relative to its 
value from the viewpoint of the cus- 
tomer, because of the increase in the 
Federal tax on corporate profits. 


Easy MONEY AND INITIATIVE 


The reduction of individual initiative 
under the increased burden of taxation 


.on both individuals and the managers 


of efficient enterprise has—interestingly 
enough—developed simultaneously with 
the easy money policy of the monetary 
authorities. Following the depression 
of the early thirties, and seemingly in 
harmony with traditional sound eco- 
nomic theory, our financial authorities 
took steps to maintain low interest 
rates, on the assumption that low- 
priced and easily obtainable borrowed 
money would stimulate investment and 
business initiative. In fact, easy money 
has apparently been considered to be a 
substitute for income aS an incentive 
for persons who might perform the 
functions of the entrepreneur. But it 
has not worked out that way. 

In practice, of course, the effect of 
low interest rates on individual initia- 
tive in economic affairs is quite differ- 
ent from the effect of low interest rates 
on the initiative of the political authori- 
ties. Low interest rates may encour- 
age an expansion of the public debt, 
but the individual considering the use 
of borrowed capital for business pur- 
poses ordinarily ° calculates the. differ- 
ence between the cost of this money 
and the expected yield. Unless the 
spread between the cost of capital and 
the yield on capital is satisfactory, 
moriey offered at low interest rates will 
not prove to be an effective inducement 
to initiate business ventures. Easy 
money alone certainly cannot be re- 
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garded as an adequate substitute for 
- income in the form of retainable profit. 


TECHNOLOGY AND PRODUCTIVITY 


There is a tendency to think that 
industrial output per capita will con- 
stantly increase at the same rate—ap- 
proximately 2.5 to 3 per cent per an- 
num-——that has prevailed in the past. 
A complementary idea of wide currency 
is that industrial and commercial tech- 
nology will be steadily improved with 
the passage of time. These concepts 


are really two aspects of the same phe- 


nomenon, for the increase in produc- 
tivity is dependent upon the rate of 


advancement in our technology. The 


general acceptance of these optimistic 
ideas is based upon studies of-our previ- 
ous experience. Because in America 
we have steadily improved our tech- 
nology and increased industrial and 
commercial productivity, it is assumed 


that these. developments are only natu-. 


ral and will always continue. 

This conclusion is open to serious 
question, for the betterment of both 
technology and productivity results 
solely from personal initiative in busi- 
ness affairs. Only individuals acting 
singly or in voluntary association have 
any reason to criginate better products 
and processes. Technology cannot be 
advanced by corporations as such, but 
technology can be improved by the em- 
ployees of corporations. Technology 


cannot be advanced by government, al- 


though in some instances people hold- 
ing political office have contributed 
toward an improvement in technology. 
Hence, the effect of taxation upon per- 
sonal initiative determines the rate at 
which the technology used in the 
economy is improved. 

Sometimes it is thought that “sci- 
ence” is responsible for the mainte- 
nance and improvement of technology. 
Persons holding this opinion seem to 
believe that there is some entity called 
“science” that develops original ideas 


rials, and products. 


for new and improved ‘processes, mate- 
Once again it is 
pertinent to comment that not only is 
all scientific knowledge developed solely 
by individuals, but ‘the application of 
such knowledge in business practice is 
also a function of persons. Ideas are 
not used in the improvement or even in 
the maintenance of a technology unless 
there are people who are willing to put 
forth the effort involved in applying 
them in practice. No matter what the 
potentialities of an idea may be, it 
serves no practical purpose until it is 
actually used. Any man experienced 
in the management of a business knows 
of numerous instances where ideas for 
improved products or methods had no 
commercial value for many years— 
pending the solution of practical diffi- 
culties in their application. The rea- 
son why new ideas are actually’ put to 
practical use in the large majority of 
instances is that some person or group 
of persons believe that their individual 
incomes may be maintained or in- 
creased through the expenditure of the 
effort required. However, when po- 
tential income that may be derived 
from such effort is subject to substan- 
tial reduction by taxes, the urge to 
make that effort is naturally discour- 
aged, 

Nor can it be assumed that a tech- 
nology once established will be main- 
tained indefinitely. In a market 
economy the interest in even a con- 
tinuing technology is based on expecta- 
tions of,its producing income. Fur- 
thermore, these expectations can be 
generated only in the minds of indi- 
viduals. The period during which a 
mature individual is in a position to 
exercise economic initiative is ordi- 
narily limited to a few decades. More- 
over, there is a constant turnover in the 
group of persons who provide leader- 
ship in business affairs. The person 
who succeeds to another’s responsibility 
for adjusting the operations of an en- 


14. 
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terprise to changing conditions must 
feel that the effort he puts forth will be 
commensurate with the income he ex- 
pects to receive. Taxation that reduces 
a man’s incentive to do his best is 
actually a deterrent to those who have 
the greatest ability to manage business 
operations. 

Finally, the very security of our na- 
tion rests on the continual exercise of 
business initiative. Within the past 
thirty-five years, the industrial inge- 
nuity and resourcefulness of our peo- 
ple have contributed materially to de- 
termining the outcome of two world 
wars. It was the productive facilities 
and the technology developed over past 
decades by persons trying to obtain in- 
come, that made possible the manufac- 
ture of materials and supplies in suffi- 
cient quantity for our military forces 
and those of the nations we supported. 
Without these resources it. is question- 
able whether those two conflicts could 
have been brought to a favorable con- 
clusion. Considering the present and 
prospective state of world affairs, it 
would seem prudent to assume that we 
shall need an improved technology de- 
veloped by personal initiative even more 
during the decades to come. 


PRESENT TAXATION A PATCHWORK 


What principles have been employed 
in developing our present tax struc- 
ture are difficult—if not impossible—to 
ascertain. It may even be doubted that 
any consistent principles have been fol- 
lowed. At least there is no accepted 
statement of recognized principles avail- 
able. Rather than utilizing an organ- 
ized and rational approach to the prob- 
lem of taxation, we seem to have ac- 
cumulated a patchwork of individual 
laws which represent a multitude of 


compromises between immediate neces- 


sity and temporarily accepted ideology. 
_ Sometimes an attempt is made to 
justify our taxes on the basis of equity. 
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It is said that a given tax or rate is 
equitable. This approach to the prob- 
lem of taxation raises the question of 
who decides what is equitable. Does A 
decide what is equitable for B and for 
C? If so, what do B and C think about 
it? The probabilities are that B and C 
would have a different idea of what -was 
fair. Furthermore, how does a legis- 
lator charged with the development of 
specific tax legislation know just what 
is equitable? What principle does he 
use? A tax structure based upon equity 
naturally cannot reflect much more than 
personal: predilections, the temporary 
influence of pressure groups, and, in a 
democracy, the desire of the many to 
obtain the income of the few regardless - 
of. the relationship between the income 
and the productivity of anybody. 

A second explanation of our tax struc- 
ture has been that taxes are levied ac- 
cording to “ability to pay.” This so- 


_ called principle of taxation appeals not 
` only to the disciples of Marx and those 


who would benefit legally from the pro- 
duction of others, but also to the “prac- 
tical” legislator who assumes that the 
logical place to get tax revenue is from 
those who have more income than 
others. 

A third theory has been advanced in 
recent years. This concept is that the 
economy can be stabilized to a- sub- 
stantial degree by redistributing income 
through the use of taxation. Propo- 
nents of this thesis attribute economic 
instability to what is considered to be 
excessive saving on the part of indi- 
viduals in the higher income brackets. 
By siphoning off the savings of such 
people through the use of progressive 
tax rates, it is alleged that fluctuations 
in production and employment will be 
reduced. Although many exceptions 
may be taken. to this concept, one in 
particular should be mentioned. That 
is the idea that there is an average or 
median proportion of savings developed 
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by persons in the middle and upper in- 
come brackets when classified accord- 
ing to the size of their incomes. - Simple 
observation of how people use their in- 
comes indicates that the disposition of 
income is affected by the age, occupa- 
tion, and expectations of the recipient, 
- as well as by the income bracket in 
which he may be classified. So, the 
studies of savings by income groups 
used by the income redistribution theo- 
rists can hardly be considered valid 
evidence upon wae to establish tax 
policy. 

It is not posable: to reconcile the 
three explanations of tax procedure 
based upon concepts of equity, ability 
to pay, or income redistribution with 
the principle that taxation should not 
be used as a matter of policy to re- 
duce personal initiative in economic 
affairs. Indeed, it probably is not too 
much to say that the proponents of 
these explanations of how to establish 
proper tax rates either ignore the func- 
tion of individual initiative in economic 
affairs or consider that initiative should 
be socialized by subjecting it to some 
kind `of political control. 


TAXATION AND A MARKET ECONOMY 


An attempt to describe what prin- 
ciples should be used in establishing 
tax policy can, however, be developed 
from a consideration of the organiza- 
tion of our economic life. We live in 
what may be called a market economy, 
where the gross income of individuals 
results largely from personal produc- 
tivity, which, in turn, is determined by 
the exchange of goods and services in 
a free market. In such an economy, it 
would be logical, therefore, to charge to 
each individual the approximate value 
of the services which he receives from 


the performance of the necessary func- - 


tions of government. It is not possible, 
of course, to permit each individual to 
determine how much he will pay for 


the benefits of government. If this were 
allowed, there would be no question 
that the income of government would 
be reduced to less than the necessary 
minimum, and a large number of -per- 
sons would try to increase their own 
incomes at the expense of their fellow 
citizens. 

The theory that taxes should be paid 
by the individual on the basis of the 


- value of services received by him, how- 


ever, could be used as a criterion by 
those. representatives of the people who- 
are charged with the responsibility of 
establishing taxes and rates. In the use 
of this principle, consideration should 
be given to the fact that every person 
in sociéty responsible for the well-being 
of himself and a family receives cer- 
tain benefits from a politically organized 
community. Consequently, each and 
every such person should contribute di- 
rectly to the support of government 
through excise taxes on all purchases or 
by per capita taxes levied on those who 
have more than a subsistence income. 
In the second place, individuals pos- 
sessing property derive special benefits 
from government in proportion to either 
services rendered—such as government | 
protection—or the income which they 
receive from their property. Conse- 
quently, property taxes paid directly 
by individuals and nonprogressive in- 
come taxes (or income taxes with only 
a very moderate progression of rates) 
would be appropriate measures to em- 
ploy in accordance with the principle 
defined. Under these circumstances 
there would be no inhibition of business 
initiative unless the total expenditure 
for governmental purposes becam2 so 
large as to reduce the entire popula- 
tion to a state of virtual economic 
slavery. 

Because our present tax structure 
has not been rationally conceived or 
integrated, the first step in the way of 
reform would be to develop a definite 
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statement of the principles to be em- 
ployed. Having arrived at logical and 
socially acceptable premises, it would 
then be possible to consider what kind 
of taxes and rates should be established. 

At present the inauguration of suit- 
able tax reforms that would be thor- 
oughly consistent with the preservation 
of individual initiative would only rep- 
resent a further complication of tax 
laws: that are already exceedingly com- 
plex. What is really needed is a com- 
plete overhaul of the tax structure, 
based on understandable and acceptable 
principles. -` . 


INTERIM REFORMS 


But before a comprehensive program - 


of tax reform could be completed, 


certain specific adjustments might be 


adopted that would encourage more 
individual economic initiative. For ex- 
ample; it would be decidedly beneficial 
to place a reasonable limit on the 
amount cf income taxes applying to 
the last increment of any person’s in- 
come. An upper tax limit of 331% per 
cent might be suggested, as it is diffi- 
cult to see how any individual could 
receive services from government that 
would be worth more to him than that. 

Secondly, the effects of the recent 
inflation of the money supply upon 
prices should be recognized by per- 
mitting business management to adopt 
more realistic procedures in determining 
the taxable profits of commercial and 
industrial enterprises. This could be 
accomplished by establishing an official 
procedure for the revaluation of busi- 
ness assets which were purchased be- 


fore the great price rise of the past 
eight years. By this means, deprecia- 
tion charges could be raised to a level 
consistent with current replacement 
costs, and business enterprises would 
no longer be obliged to pay taxes on 
that portion of alleged income which is 
actually required for replacement of 
existing assets. 

A third reform would be to permit 
depreciation according to the rate of 
operation or according to the risk of 
obsolescence. In the case of some 
capital facilities, depreciation actually 
is incurred according to the rate at . 
which the equipment is used. Thus it 
would be logical to recognize this fact 
in tax regulation, so that management 
in general could depreciate on the rate 
of operations rather than in equal an- 


nual amounts over a period of years. 


In other businesses there is consider- 
able risk that capital facilities may 
soon become obsolete. In such cases it 
would be sound procedure to depreci- 
ate plant and equipment at a more 


. rapid rate soon after it is installed than 


during later years. 

All these changes in tax procedure 
would encourage business initiative and 
help keep our national industrial plant 
modern and efficient. 

None of the specific reforms that 
have been suggested, however, could be 
of more than minor importance as com- 
pared to the stimulating effects on busi- 
ness initiative that would result from 
a clear statement of rational and un- 
derstandable principles applicable to 
and used in developing a sound, long- 
range, national | tax policy. 
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i : Tax Policy and Investment 


By E. GORDON KEITH 


HE proposition that Federal tax 

policies not only can but do have 
a Significant impact upon the character 
and the volume of private investment 
is one which scarcely anyone today 
would deny; for it goes almost without 
saying that a tax system which is 
- geared to extract more than $40 billion 
from the pockets and bank accounts of 
American taxpayers will, irrespective of 
the types of taxes levied, have an im- 
portant effect on the flow of funds into 
private investment channels. More- 
over, with its steeply progressive indi- 
vidual income and estate tax schedules 
and its high corporate rates, the present 
tax structure can hardly avoid having 
a significant effect on investment de- 
cisions, regardless of the size of the 
total tax bill. 

But while it is generally recognized 
that present high taxes have made sav- 
ing less easy and investment less at- 
tractive, there is some disagreement as 
to whether the net effect of present tax 
and spending policies on the volume of 
savings and investment is good or bad. 
While there are some who see in the 
present tax structure a major obstacle 
to continued economic growth and de- 
velopment, there are others who be- 
lieve that the redistribution of income 
effected through present fiscal policies 
assures the continuance of’ high-level 
employment. 

It is the purpose of this paper to con- 
sider the role of investment in the 
economy, and the ways in which tax 
policy might be employed for the fur- 
therance of our investment objectives. 
First, it will be necessary to say some- 
thing about the nature and the èco- 
nomic significance of investment. Next, 
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some consideration will have to be 
given to our postwar investment needs 
and to the sources of investment funds. 
Finally, we shall discuss the relation of 
tax policy to investment, and consider 
the need for tax. reforms. 


Ean 


Wuat Is INVESTMENT? 


Most people think of investment as 
the act of parting with money to ob- 
tain an asset, be it a bond, a share of 
stock, or real estate. The economist, 
on the other hand, gives the term in- 
vestment a more restricted meaning. 
He defines it as that portion of the out- 
put of the community during a given - 
accounting period, which does not flow 
into consumption. Since that part of 
the community’s current output which 
is not consumed will ordinarily consti- 
tute an addition to its capital, invest- 
ment in the language of the economist 
is synonymous with “capital forma- 
tion.” 

At first glance, the economist’s defi- 
nition of investment may not appear to 
be very different from the layman’s 
definition, but a moment’s further con- 
sideration should make clear wherein 
the real difference between them lies. 
Whenever an individual buys an old 
house or some shares of outstanding 
stock, or when a firm purchases an old 
factory or a piece of secondhand ma- 
chinery, it is making an investment in 
the sense that it is acquiring a non- 
money asset in exchange for money. 
But in each of these cases the invest- - 
ment of the buyer is exactly canceled 
out by the disinvestment of the seller, 
and for the community as a whole there 
is no capital formation, since there has 
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been no increase in total capital assets. 
On the other hand, when an individual 
buys a new house, or a firm builds a 
new factory or buys a new machine, 
these individual acts of investment are 
matched, not by other individual acts 
of disinvestment, but by new capital 
formation. Under these circumstances, 
the investment of individual purchasers 
of assets and the investment of the 
community are the same. 

All that this is intended to show is 
that when the economist uses the term 
“investment” he is usually using it with 
respect to the economy as a whole, and 
that when he says that investment is 
synonymous with capital formation, he 
is merely pointing out that the only 
way in which society as a whole can 
invest is by causing an asset to be pro- 
duced. 


Economic SIGNIFICANCE OF 
INVESTMENT 


Investment, when it is taken to mean 
the production of capital assets, has a 
twofold significance for the economy. 
First, it is through investment that a 
community or nation increases the num- 
ber and variety of its instruments of 
production. Over the period 1869 to 
1918, the gross output of the United 
States doubled about every .twenty 
years; and between 1919 and 1948, the 
output of the Nation again doubled. 
Such arise in total production would 
not have been possible but for a 
steadily increasing flow of investment 
funds into new factories and machinery. 
In this connection it is to be noted that 
in 1940 there was three times as much 
capital per industrial worker as there 
was in 1880.1 For the next few years, 
output is expected to increase at a rate 
of about 3 per cent per annum; but to 
accomplish this, we clearly must con- 
tinue to expand and improve our pro- 


1 Sumner H. Slichter, The American Economy 
(New York, 1948), p. 11. 


duction facilities. In other words, we 
must continue to get an adequate flow 
of funds into investment. 

Second, investment is important as 
an offset to saving. As the term “sav- 
ing” is used by the economist, it con- 
notes the purely negative act of not 
spending for purposes of consumption. 
Consequently, while an increase in sav- 
ing will automatically reduce the de- 
mand for consumers goods, it will not 
automatically increase the demand for 
capital goods. An increase in saving 
will increase the demand for capital 
goods only to the extent that the savers. 
themselves or the persons or firms to 
whom they turn over their savings de- 
cide to purchase new capital assets. If, 
anywhere along the line, those with 
saved funds prefer to hold onto them, 
the demand: for total output will tend 
to fall, and, with it, income and em- 
ployment will tend to decrease. Al- 
though the resulting low level of in- 
come and employment could logically 
be attributed as much to the public’s 


failure to spend as to its failure to in- 


vest, it is the fashion among economists 
today to regard investment as the ac- . 
tive factor (at least in the short run), 
and to ascribe to consumption a pas- 
sive, lagging role.” Thus investment has 
come to be regarded as a highly stra- 
tegic factor in the business cycle, with 
changes in the level of investment be- 
ing held primarily accountable for cy- 
clical variations in income and em- 
ployment. 

The importance of investment as an 
offset to saving was widely discussed 
during the thirties, and out of this dis- 
cussion emerged a doctrine of secular 
stagnation or economic maturity. This 
doctrine, which is associated particu- 
larly with the names of John Maynard 
Keynes and Alvin Hansen, grew out of 


2See especially Alvin H. Hansen, Fiscal 
Policy and Business Cycles (New York, 1941), 
Chap. 2. | 
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an ‘attempt to explain the length and 
the severity of the Great Depression. 
Up to that time, most economists had 
been prone to assume that unemploy- 


“ment was a purely transitory phenome- 


non, the explanation of which was to 
be found primarily in the “frictions” 
which delayed necessary readjustments 
in wages and other prices following the 
end of a boom. Workers become un- 
employed, it. was argued, only because 
they refused to accept wage cuts. Lord 
Keynes argued, however, that unem- 
ployment might become a chronic con- 
dition which wage cuts could do little 
or nothing to alleviate in an economy 
where the propensity of the public to 
Save was not matched by its willingness 
to invest. This, he thought, was the 
situation in England and in the United 
States during the thirties. 

Professor Hansen extended this argu- 
ment somewhat by developing a theory 
of economic maturity from certain his- 
torical trends in the American economy. 
Citing the growth of personal and cor- 
porate saving, the declining rate of 
population growth, the disappearance 
of geographical frontiers, and the tend- 
ency for inventions to become capital- 
saving rather than capital-absorbing, he 
contended that the United States could 


not avoid chronic ‘depression unless we 


as.a nation increased the proportion of 
income spent, or undertook through 


_ government deficit financing to close 


the gap in total demand left by.an in- 
adequate volume of private investment. 
Whether or not one agrees with this 
particular line of reasoning, itis im- 
portant to remember that investment 
may be the key not only to cyclical 


instability but also to secular stagna- 
tion. 


Our PRESENT INVESTMENT NEEDS 


The question of our present invest- 
ment needs is complicated by the fact 
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that there are differences of opinion 
concerning our investment goals. As 
we have just seen, investment is sig- 
nificant both as a means of raising the 
output of the economy and as an in- 
strument of economic stabilization. The 
greater the flow of funds into invest- 
ment, the more rapid is likely to be the 
rate of our economic growth and de- 
velopment. At the same time, the more 
rapid the rate of capital expansion, the 
less likely it is to be maintained. The 
price of too rapid progress in an 
economy such as ours is instability. 
Clearly, what we should aim for is a 
level of investment that will guarantee 
steady progress to higher production 
goals without jeopardizing our chances 


of achieving relatively stable employ- 


ment. 

Since the war, private domestic in- 
vestment has been maintained at a 
high level, and for 1948 amounted to 


. $39.7 billion or 15.6 per cent of the 


Nation’s total output of $254.9 billion.® 
That this ratio of investment to total 
output is extraordinarily high becomes 
evident when it is compared with ratios 
of 12.9 per cent for 1940, 12.6 per cent 
for 1937, and 15.2 per cent for 1929. 
These were all peak years for prewar 
investment, but in none of them did 
investment represent as high a percent- 
age of gross national product as it did 
at the close of 1948. 

The picture is no less striking if 
one compares prewar and present ratios 
of expenditures for producers’ durable 
equipment to total output. In 1929 the 
$6.4 billion spent on producers’ durable 
equipment represented 6.1 per cent of 


- the gross national product, and in 1937 


the $5.4 billion spent represented 6.0 
per cent of total output; but the $21.4 
billion spent on assets of this type in 
1948 accounted for 8.6 per cent of the 

3 U. S. Department of Commerce, Survey 


of- Current Business, Vol. 29, No. 4 (Feb. 
1949), p. 4. 
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total -output of that year.* As pro- 
_ jected beyond 1929, the secular growth 
in equipment requirements for replace- 
ment and expansion is now about 3 per 
cent per year. Aggregate 1948 outlays 
were well above this calculated long- 
term trend. 

It is impossible to say precisely what 
level of investment would be consistent 
with the objective of maintaining a pro- 
gressive but stable economy. Certainly, 
investment was too low during the pe- 
riod 1931 to 1936, when the ratio of 
private domestic investment to gross 
national product ranged from a low of 
1.5 per cent in 1932 to'a high of 8.5 
per cent in 1936 and averaged 4.7 per 
cent for all five years. But is invest- 
ment too high today? ‘Some have an- 
swered this question affirmatively, on 
the ground that we should be running 
less risk of a serious setback “. . . if 
real consumer incomes were kept more 
nearly abreast of increases in domestic 
output.” ® Others, noting the continu- 
ing strong demand for capital goods, 
have been inclined to give a negative 
answer. 

Probably most would agree that the 
ratio of business investment to total 
output cannot be lifted much above the 
1948 rate. A pronounced tendency for 
plant and equipment expenditures to 
level off was noted even before the close 
of that year, by which time inventories 
also were found for the most part to be 
no longer deficient either in size or in 
composition. One might, therefore, 
hazard a guess that the demand for in- 
vestment funds over the next few years 


4 Survey of Current Business, Vol. 29, No. 
6 (June 1949}, p. 8. 

5 Statement of Leon H. Keyserling, vice 
chairman, Council of Economic Advisers, in 
January 1949 Economic Report of the Presi- 
dent, Hearings before the Joint Committee on 
the Economic Report, 8lst Cong., Ist sess., 
Washington, 1949. 

8 Survey of Current Business, Vol. 29, No. 
2 (Feb. 19491, pp. 20-22. 
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will be of the order of magnitude of $35 
billion, of which roughly one-half will 
be on account of business expenditures 
for new plant and equipment. 


SOURCES OF INVESTMENT .FUNDS 


Expenditures on capital assets, equally 
with expenditures for consumption, can- 
not be made without an adequate sup- 
ply of funds. The primary source of 
investment funds is, of course, that 
part of the national income which is not 
Spent on consumption. Supplementary 
sources are found in depreciation re- 
serves, and to some extent in the ex- 
pansion of bank credit. Some idea of 
the magnitude of these items may be 
gathered from Commerce Department 
estimates, which show, for 1948, per- 
sonal saving of $14.9 billion, corporate 
saving of $11.9 billion, and capital con- 
sumption allowances of $14.4 billion.” 

However, these figures must be ‘in- 


. térpreted with some care, since they 


considerably overstate the amount of 
funds which, in the minds of individual 
and corporate savers, were available for 
investment. For example, roughly $1 
billion of personal saving represented 
an increase in farm inventories, and in- 
cluded in capital consumption allow- 
ances were depreciation charges against 
owner-occupied houses. Moreover, fur- 
ther subtractions must be made before _ 
we can arrive at a figure which might 
be said to represent the funds poten- 
tially available for the expansion and 
improvement of: production facilities. 
For example, some $7 billion of per- 
sonal saving was absorbed in residential 
construction in 1948, and some $3 bil- 


_lion of corporate saving in inventory in- 


creases. 

In 1948 all nonfinancial corporations 
used some $26 billion of . investment 
funds, of which over $17 billion, or 65 
per cent, is estimated to have come 

7 Ibid., p. 10. 
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from internal sources, primarily de- 
preciation reserves .($4.9 billion) and 
retained net earnings ($12.5 billion). 
The remaining $9 billion, or 35 per 


cent, was derived from so-called ex- : 


ternal sources, the most important of 
which were new security issues ($5.9 
billion), tax accruals ($1.2 billion), in- 
creases in bank loans ($800 million), 
and increases in mortgage loans ($800 
million). Of.the new security issues, 
$4.8 billion took the form of bonds, and 
$1.1 billion that of stocks. 

In comparing the relative importance 
of the various sources of corporate in- 
vestment funds in 1948 with their rela- 
tive importance in prewar years, it ap- 
pears that although corporations today 
are relying upon internal sources of 
funds more heavily than they did in 
either the late twenties or the thirties, 
the ratio of stock issues to total new 
money issues in 1948 was not out of 
line with the average experience during 
the 1920’s and 1930’s.° 


ADEQUACY OF INVESTMENT FUNDS 


The question of the adequacy of the 
supply of investment funds is partly a 
quantitative and partly a qualitative 
one. From a purely quantitative view- 
point, the supply of investment funds 
appears to be more than adequate to 
meet our needs. 
personal income saved, which tends to 
vary directly with changes in personal 
income after taxes, is today substan- 
tially above the ratio for prewar years. 
On the average, individuals were sav- 
ing 7.7 per cent of their incomes after 
taxes during 1948, in contrast to 3.9 
per cent during the period 1935-39, 
‘and 4.5 per cent in the boom year 1929. 


8 January 1949 Economic Report of the 
President, p. 103. 

9 Irwin Friend, “Business Financing in the 
Postwar Period,” Survey of Current Business, 
Vol, 28, No. 3, p. 13. l 


The proportion of: 


Meanwhile, corporate profits after taxes 
have more than kept pace with the 
steady increase in dollar sales. And 
with the retained portion of such profits 
rising from 31 per cent in 1929 and 24 
per cent in 1939 to 63 per cent in 1948, 
there is no indication of. serious quan- 
titative deficiencies in the supply of 
capital available to business.?° 

But these current trends in indi- 
vidual and corporate saving do not, of 
course, tell the whole story. The ap- 


parent adequacy of the aggregate sup- 


ply of investment funds does not mean 
that all those who seek such funds can 
get them on satisfactory terms. The 
fact that corporations as a whole are 
able to secure 65 per cent of their in- 
vestment funds from internal sources 
affords no satisfaction to the new firm, 
or to the rapidly growing firm whose 
earnings are small in proportion to its 
capital requirements. 

Nor does the increased proportion of 


personal income saved afford much com- 


fort to those firms which are forced to 
rely mainly on external sources of funds. 


` Out of $35.2 billion of individual sav- 


ings during the period 1946-48, it has 
been estimated that nearly $23 billion 
was placed with savings institutions, 
that $6.5 billion was invested in Fed- 
eral, state, and local government se- 
curities, and. that only $3.4 billion was 
directly invested in corporate securi- 
ties..* Since the savings institutions 
which received most of these funds are 
restricted in the types of investments 
which they can make, it is clear that at 
best, only a small fraction of individual 
savings is even potentially available to 
firms seeking equity or venture capital. 
This is the basis for the frequently 
heard complaint that all except the well- 
established firms must either go into 


"10 Ibid., p. 16. 
11 Charles H. Schmidt, “Savings Institutions 


‘and the Capital Markets,” Federal Reserve 


Bulletin, March 1949. 
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debt or pay an exorbitant price for 
equity money if they want to expand. 


TAXATION AFFECTS INVESTMENT 


Taxation may affect investment in a. 


number of ways, but it is primarily to 
the impact of high taxes on investment 
incentives, and to their effects on the 
potential supply of investment funds, 
that attention is usually called. High 
taxes, it is argued, by reducing the 
prospects fer profit, tend to discourage 
investment, especially in those situa- 
tions where the risk factor is high. 
The investcr, it has been pointed out, 
must bear the entire risk of any loss, 
but if the venture is successful, the 
government will claim a large share in 
any profit. 
relatively low, the impact of taxation 
on investment decisions was of no great 
importance; but with the government 
now taking up to 38 per cent of cor- 
poration profits and up to 77 per cent 
of individual income, it is argued that 
we cannot ignore the threat which these 


high taxes hold -for our future economic _ 


progress. 

As a purely quantitative proposition, 
the evidence cited earlier in this paper 
regarding the present and expected lev- 
els of investment does not appear to 
support the view that taxes are at pres- 
ent inhibiting or seriously discoutaging 
investment. Surely, there is nothing in 
our postwar experience. to date that 
would suggest any widespread unwill- 
ingness on the part of businessmen to 
invest in new plant and equipment un- 
. der present tax rates. There are un- 


doubtedly some cases where investment 


has been decided against for tax rea- 
sons. It would be interesting to have 
a file of such cases, for the impact of 
the present tax system on investment 
probably has more qualitative than 
quantitative significance. 

It is not the volume of investment 
that we need to watch, as much as it is 


As long as“tax rates were 


the kinds of investment that are being 
made and the firms which are doing 
the investing. Are we getting adequate 
investment in new industries and by 
small firms, or is investment tending to 
become more and more concentrated in 
the old and well-established firms and 
in the large corporations? ‘To the ex- 
tent that such trends exist today, high 
taxes may in part explain them. 

As regards the potential supply of in- 
vestment funds, it is argued that high 


. taxes affect not only the incentive but 


also the ability of individuals in the 
middle and upper income brackets to 
invest. High individual surtaxes, it is 
said, “dry up” the savings of those indi- 
viduals who usually purchase stocks, 
while high corporate taxes deprive 
growing enterprises of a large portion 
of the profits which are badly needed 
in the business. Moreover, it is said to 
be high taxes that account for the shift 
from equity to debt financing. From 
the point of view of the .business firm, 
it is argued, debt instruments have a 
tax advantage over stocks because in- 
terest on bonds is deductible as an ex- 
pense, whereas dividends are not. 

In appraising these arguments it must 
be remembered that most of the funds 
which the government takes from the 
public in the form of taxes, it gives ` 
back to the public when it spends or 
retires debt. One cannot disregard the 
effects of the government’s spending 
and debt policies while attempting to 
determine the effects of its tax policies. 
The present tax structure undoubtedly 
makes it difficult if not impossible for 
some persons to save as much as they 
normally would out of current income, 
but the present level of Federal ex- 
penditures is at the same time making 
a very substantial contribution to ag- 
gregate personal income and so to ag- 
gregate personal saving. The com- 
bined effect of present spending and 
tax policies does not, as was seen above, 
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appear to be unfavorable to the main- 
tenance of a high level of aggregate 
Saving. 

The important question appears to 
be, not the effect of high taxes on total 
savings, but their effect on the distribu- 
tion of those savings. Present tax poli- 
cies” may well account in part for the 
increasing importance of institutional 
saving, and for the increased reliance of 
businessmen on internal sources of in- 
vestment funds. They may also ac- 
count in part for the predominance of 
bonds over stocks in new financing. 
To the extent that they do, it is ap- 
propriate to consider reforms; but in 
all these cases there are other contribut- 
ing causes, and one must not assume 
that tax adjustments alone would re- 
verse the current trends. 


Wuat SHouLtD Be Our Tax Poticy 
TOWARD INVESTMENT? 


Assuming, as it appears we must, 
that Federal expenditures cannot be 
very greatly reduced over the next few 
years, and that there is, therefore, no 
immediate prospect of our being able to 
make any substantial over-all tax re- 
ductions, the problem which confronts 


us is that of minimizing—without los- . 


- ing much revenue—the undesirable ef- 
fects of high taxes on investment. If 
we thus limit the scope of our inquiry, 
there would appear to be three objec- 
tives which might be sought through 
tax reform. First, we might attempt to 
alleviate the impact of high taxes on 
decisions to make risky investments. 
Second, we might try to ease the pres- 
ent discrimination against equity financ- 
ing. And third, we might consider the 
possibility of further strengthening the 
“automatic stabilizers” in our tax sys- 
tem so as to minimize the fluctuations 
in aggregate spending and investment 
during the course of the business cycle. 

Space does not permit any detailed 
discussion of the specific measures 


which might be enacted with a view to 
accomplishing these objectives, but we 
can touch briefly on some of them. 
The impact of high taxes on risk in- 
vestments might be alleviated by more 
adequate loss offsets both for corpora- 
tions and for individuals. We took a 
step in this direction when we per- 
mitted first a one-year and later a two- 


year carry-forward of losses, but this 


period should be extended to at least 
five years. Longer loss carry-forwards 
would give the firm with fluctuating in- 
come a better chance of spreading its 
losses over profitable years, and would 
enable the new firm to “break even” 
before being subject to tax.~ Risk in- 
vestment might also be encouraged by 
the allowance of accelerated deprecia- 
tion on new investments in machinery 
and equipment. By thus permitting the 
more rapid amortization of capital in- 
vested in assets of this type, the risk of 
abnormal obsolescence could be sub- 
stantially reduced. Today, many firms 
will not buy new equipment unless it 
appears likely to pay for itself in from 
three to five years; yet its ability to do 
that when depreciation must be spread 
over ten to twenty years is considerably 
impaired by high taxes. A shorter 
amortization period would alleviate this 
problem. 

The existing discrimination against 
equity financing might be eased for 
small, closely held businesses by grant- 
ing them the option of being taxed as 
partnerships. ‘This would remove the 
so-called “double tax” on dividends for 
those firms which probably find it hard- . ` 
est to get equity capital. The complete, 
or even partial, elimination of the dou- 
ble tax with respect to all dividends 
would, of course, go still farther in re- 
moving an existing barrier to equity 


‘issues; but any effective step in this 


direction would probably cost too much 
in the way of revenue to be considered 
feasible at the present time. ‘This re- 
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form should; however, be given a high 
priority for the time when we can af- 
ford to cut revenues more substantially. 

By strengthening the “automatic 
stabilizers” in our tax system, it should 
be possible to smooth out the sharp dips 
and rises that have in the past broken 
the trend line of steady economic prog- 
ress. This is not an objective which 
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tax measures alone can effect, but the 
increasing emphasis on income taxes, 
the gearing of social security taxes and 
payments to levels of employment, and 
the adoption of loss carry-backs have 
all contributed to it. With these pro- 
visions in effect, spending will not fall 
as fast as income, and greater stability 
of investment is assured. 
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Taxation and Venture Capital 


w 


ENTURE capital is investment in 

ownership. It is the money em- 
ployed in starting and promoting the 
growth of an enterprise. You supply 
venture capital, either directly or indi- 
rectly, when you buy stock, and by 
this action you share the risks and the 
rewards that accompany the fortunes of 
a business. Bond buyers and banks do 


not supply venture capital; they fur- - 


nish debt capital, for which they re- 
ceive a fixed rate of interest. 

Not all venture capital is obtained 
from the sale of stock, because not all 
business is incorporated; but. all stock 
(except guaranteed issues) represents 
venture capital. Every time you look 
at stock quotations you are observing 
the current market for venture capital, 
for a stock exchange is a barometer of 
the supply of, and the demand for, 
venture capital. You can measure the 
eagerness of investors to provide ven- 
ture capital at any particular time by 
_ comparing the yield on the best cor- 
porate bonds with the yield on the best 
common stocks. Such comparison at 
the time this is being written would 
reveal low desire. There is a wide 
spread between stock and bond yields; 
the common stocks of several com- 
panies are Selling below their net work- 
‘ing capital, which means, to use a fre- 
quently quoted phrase, that they are 
“worth more dead than alive.” 

Venture capital, in addition to being 
the self-starter of enterprise, is its shock 
absorber, protecting it during periods 
when, for one reason or another, reve- 
nues decline. Payments for its use are 
made out of the operating profits of a 
corporation, just as payments for the 
use of debt capital. When revenues 
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decline, what happens? The more a 
corporation is working on debt capital, 
the sooner its solvency becomes threat- 
ened. The more it is working on ven- 
ture capital, the more chance it has of 
“sweating it out” and continuing in 
business. 


VENTURE CAPITAL NEEDS AND SOURCES 


In less than ten years, and as a re- 
sult of the impact of World War II, the 
economic plateau of the United States 
has been elevated from a level on which 
annual national income of $89 billion 
in 1929 was peak performance to a level 
on which annual national income is cur- 
rently running well over $200 billion. 
This means that corporations need 
about two and a half times as much 
capital to earn the money to pay sala- 
ries, to buy new machinery, to build 
new plants, and to modernize their old 
equipment. Their earnings are reflect- 
ing the increase in national income and 
are being drawn upon for venture capi- 
tal, but their outside sources of venture 
capital are not, to any important extent. 

During the depressed thirties there 
was no great demand for venture capi- 
tal. Business was operating in low 
gear. Thus, it was not generally re- 
alized that an attack on the sources of 
venture capifal began in earnest around 
1936 and continued in 1942 when a 
Federal tax structure was legislated to 
finance the war. 

During the early forties the urgency 
to increase production of war goods 
was so great that the Federal Govern- - 
ment did not hesitate to lend private 
industry the funds needed for rapid 
expansion and to build new plants to 
lease to corporations. Such funds were 
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derived from heavy borrowing and from 
taxes almost confiscatory in the upper 
income brackets. 


Economists, bankers, and business- - 


men now realize that, useful as it was 
in financing the war, the Federal tax 
structure, particularly the manner in 
which taxes are levied, has ‘dried up 
the traditional sources of venture capi- 
tal. Those who formerly provided ven- 
ture capital—the large earners, self-em- 
ployed and employed by others, who 
could afford to balance the profits and 
losses incident to investment in owner- 
ship——have little left for venturing after 


expenses, paying taxes, providing addi- 


tional insurance for their families to 
compensate for a depreciated dollar, 
and educating their children. 

The traditional venture capitalists, 
who played a part out of all propor- 
tion to their numbers in creating a 
dynamic economy for the United States, 
are fighting a losing battle to retain 
what they can of the financial security 
they established before the war. 

Our present national savings are very 
large in the aggregate, but they are not 
concentrated in the hands of those who 
understand the rewards and the risks 
in supplying venture capital. Enlarged 
incomes are going to farmers, highly 
skilled workers, small businessmen, and 
individual merchants and manufactur- 
ers, who as a rule have not learned the 
principles of investment. Analysis of 
what is happening to their savings indi- 
cates an element of fear. They are 
maintaining large bank deposits and 
keeping a substantial portion of their 
funds in government bonds. Many of 
the younger ones seem to have neither 
knowledge of, nor confidence in, the pri- 
vate enterprise system. Perhaps they 
can be educated as to the opportunities 
for profitable investment in American 
industry, and the New York Stock Ex- 
change is engaged in educational effort 
of this sort; but indoctrinating 40 or 


50 million new prospects is a slow proc- 
ess, and cannot possibly meet the pres- 
ent urgent need for new venture capital. 


EXPANSION CURTAILED 


Since the war our larger corporations 
have partially met the emergency by de- 
voting a large portion of their record 
earnings to the purchase of new plants 
and machinery. But there is a limit to 
what can be done in this direction. Man- 
agement knows that record earnings 
will not continue forever; moreover, the 
stockholder has first call on earnings, 
and he prefers his share in the form of 
dividends. Wise management always 
maintains a safe ratio of internal ven- 
ture capital to external, and when the 
capital markets are such that this ratio 
cannot be maintained, its policy will 
be to avoid expansion. Each time the 
question arises of expanding operations 
and hiring more employees, there is the 
qualification “if funds permit.” 

During a period like the present, 
when it is anticipated that earnings may 
be somewhat lower, management be- 
comes fearful and cautious when it has 
no adequate external source of venture 
capital. As a result, many companies 
in many industries have postponed all 
expansion projects except those most 
essential. 

This year—1949—has seen a substan- 
tial addition to the available national 
labor force; more than 700,000 were 
added in June, and there is little im- 
mediate opportunity for them to find 
jobs. Consequently the venture capi- 
tal problem concerns more than the in- 
vestment banker and the industrialist. 
It is a human problem, as the lack of 
venture capital automatically reduces 
job opportunities for everyone every- 
where. 

The development of new investors 
through education is necessarily slow. 
Results could be obtained: more rapidly 
through making it more attractive for 
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the traditional suppliers of venture capi- 
tal to buy common stocks. An increase 
in the ability and willingness of the 
higher income group to supply it could 
be accomplished by a complete over- 
hauling of the tax structure at the 
points where it impinges on the free 
flow of venture capital. 


AN INJURIOUS Tax PHILOSOPHY 
$ h 


It is ironical that so-called “liberals” 
in government are responsible for mak- 
ing it harder for little people and 
little companies to compete with big 
people and big companies. I refer, of 


course, to their stubborn tax philoso- 


phy. Their attitude rests, to my. mind, 
on several misconceptions. At the 
corporate level, they seem to confuse 
profits with cash in the bank, not un- 
derstanding that if production and em- 
ployment are to expand, profits have 
to be converted, in large-part, into new 
plants, new machinery, new raw mate- 
rial. . Secondly, also at the corporate 
_ level, they do not seem to grasp the 
fact that when there is no adequate 
source of external venture capital, cor- 
porations tend to defer investment in 
all projects but those on which a high 
return seems assured. This is particu- 
larly true when the prospect is for a 


lower level of gross revenue. Such cau-. 


tion in undertaking new projects adds 
to the depth of a business recession—a 
result contrary to the best interests of 
management, labor, and the public. 
Competent economists point out that 
plant and equipment per worker are 
actually smaller than they were twenty 
years ago, despite the seemingly - high 
expenditures by industry in the post- 
war years. 

In their thinking on capital gains 
taxation, the “liberals” have too often 
mingled capital and income without re- 
gard to the facts of economic life. In- 
come is definable “as a flow of funds 
that one may use during the week and 


still expect to be as well off at the end 
of the week as at the beginning.” This 
is the definition of an outstanding Eng- 
lish tax economist, Professor J. R. 
Hicks. 

By ignoring basic economic law, the 
“liberals” who contributed to our Fed- 
eral tax policy have actually caused a 
creeping paralysis in our economy that 
has alarming implications for the fu- 
ture expansion, productiveness, and re- 
silience of business enterprise. It is 
having this effect primarily by imped- 
ing the formation of venture capital. 
Three particular features of the exist- 
ing tax structure are primarily respon- 
sible for this unfortunate result. They 


are (a) the steeply progressive surtax 


rates on individual incomes, (b) the - 
double taxation of dividend income, 
and (c) the capital gains tax provisions. 


It is to these strategic areas that I am 


directing attention. It is here, I be- 


_ lieve, that reforms should be made as 


soon as possible in the interest of the 
present and future welfare of all classes 
of our society. 


STEEPLY PROGRESSIVE INCOME TAXES 


Since the adoption of the Federal 
personal income tax in 1913, there have 
been numerous and drastic changes in 
both surtax brackets and surtax rates. 
Our present concern is with the trend 
of surtax rates since 1932, for that 
year marked the beginning of a pe- 
riod that has been characterized by 
steeply progressive income tax rates. Al- 
though postwar reductions have brought 
a measure of pérsonal income tax re- 
lief, rates are still very high compared 
with previous peacetime years. Today, 
combined normal taxes and surtaxes 
begin to take over half of-additions to 
income after about $22,000 on single 
returns or $44,000 on joint returns; - 
they take over three-quarters of addi- 
tions to income after about $100,000 
on single returns or $200,000 on joint 
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returns; at the upper limits they take 
82 per cent of additions to income. 

In order to determine the effect of 
highly progressive income taxes on the 
economy, we should have a clear pic- 
ture of saving and investment. as they 
vary by income groups. Unfortunately 
this is one of the areas of our economy 
about which statistical data are seri- 
ously deficient, but several studies made 
' during the. past decade support the gen- 
erally accepted proposition that most 
saving is done by middle and top in- 
come recipients. In 1939 the National 
Resources Committee estimated that 
nearly 60 per cent of aggregate saving 


was made by people at the $10,000 and - 


above income levels? The accompany- 
ing table gives the distribution of 
money income and net savings by in- 
come groups in 1947, the last year for 
which information is available. 


DISTRIBUTION OF Money Income AND NET 
SAVING BY Income GrovUps, 1947 


Money Income of 





Spending Units Per Cent of Net Saving 

(before taxes) Money Income (Per cent) 
Under $1,000 2 — {1 
$1,000—1,999 10 ` — 2 
$2,000-2,999 17 see 7 
$3,000-—3,999 18 9 
$4,000-4,999 13 13 
$5,000-7,499 16 26 
$7,500 and over 24 58 
"100 100 


Source: 1948 Survey of Consumer Finances, 
Part IV, Federal Reserve Bulletin, August 
1948, p. 920. 


The table shows clearly that the bulk 
of saving is done by middle and upper 
income groups that are able and willing 
to save a larger proportion of their in- 
comes than those in lower brackets. 
Families with incomes of $5,000 and 
above, receiving two-fifths of the money 
income in 1947, accounted for more 


1 National Resources Committee, Consumer 
Expenditures in the United States (1939), p. 
48. -> r 


` ture puts on economic progress. 


than four-fifths of the total net saving.? 

The fact that people able and willing ` 
to assume the risks of enterprise are 
mainly in the middle and high income 
groups accounts for the restraint that 
a highly progressive income tax struc- 
Any- 
one‘ contemplating making investments 
in new or expanding enterprises is 
bound to weigh the risks against the 
prospective returns, and he will invest 
only if he considers the probable gain 
commensurate with the risk involved. 
High personal income tax rates shift 


the balance against risk investments 
‘by drastically reducing the income an 


investor can realize from a successful 
venture. 

Since every venture involves a dif- 
ferent degree of risk, and since invest- 
ment decisions are subjective, one can- 
not say precisely what rate of tax un- 
duly discourages equity investment. But 
one fact is inescapable. The larger the 
proportion of possible gain that will be 
absorbed by taxes, the less attractive 
becomes any particular venture, and the 
less likely it is that people will risk their 
funds in its promotion. When taxes 
take as much as two-thirds or three- 
fourths of any income return that may 
be realized by the suppliers of equity 


capital, few if any risk ventures will 


appear attractive to them. 

Our present income tax structure | 
thus has the effect of making risk in- 
vestments unattractive compared with 
less risky ones, and hampers expansion 
of our industrial plant. This effect is 
especially pronounced in the case of 
new ‘undertakings and in periods of de- 
clining business activity, when the risks 
involved in all economic enterprise are 
accentuated. 

The net result of steeply progressive 
income taxes is to discourage people 


2 Cf. 1948 Survey of Consumer Finances, 
Part IV, Federal Reserve Bulletin, August 
1948, pp. 922-23. f 
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from making additional effort and from 
taking additional risks. In seeking to 
avoid risk, individuals in the upper in- 


come levels, whose incomes are most. 


heavily taxed, invest a large part of 
their savings in United States Govern- 
ment or tax-exempt bonds or put their 
funds in institutions that by choice or 
by law invest only in debt securities. . 


DouBLE TAXATION OF DIVIDENDS 


It was a cynical statesman who de- 
clared that the tax problem is how to 
pluck the feathers of the goose without 
having it cry out. This philosophy, 
until recent years, applied to the double 
taxation of dividends. Such double 
‘taxation arises because corporate earn- 
ings are first taxed, and subsequently 
any of those earnings received by the 
shareholder are taxed again as his per- 
sonal income. Interest, however, which 
is deducted in the computation of tax- 
able net income, is taxed only once. 
The Revenue Act of 1936 made cor- 
poration dividends received by indi- 
vidual shareholders subject to the nor- 
mal tax as well as the surtax. 

Double taxation crept into the tax 
system purely as-an expediency. In 
1913, when the corporation tax was the 
same as the normal individual rate, 
namely 1 per cent, the corporation tax 
was regarded mainly as a device for 
collecting dividends at the source. I 
need not point out that as the tax rates 
on corporate earnings and on individual 
income have risen, and particularly 
since 1936, the burden on a dollar’s in- 
come from business has mounted be- 
yond any point originally contemplated 
or ‘visualized. 

When earnings generated by corpo- 
rate enterprise are taxed twice at high 
rates, even large profits made by a busi- 
ness are so whittled down that the in- 
come ultimately retained by stockhold- 
ers is little more than they could have 
realized by investing an equivalent 


amount of money in tax-exempt bonds. 
Since the corporation is the only device 
adequate for raising the vast amounts 
of capital needed in many lines of en- 
terprise today, these taxes discriminate 


_against the owners of corporations and 


stifle growth and progress in whole sec- 
tors of industry. In order to alleviate 
the situation as soon and as simply as 
possible, some tax credit for dividend 
income should be given at the personal 
level. 


. THe CAPITAL GAINS Tax 


The tax rate on capital gains, as evi- 
denced by the relatively low revenues 
received by the Treasury in recent years 
of rising values for all kinds of capital 
assets, keeps individuals from accepting 
profits. Lower rates and more liberal 
offset provisions would increase the 
mobility of capital instead of tending 
to freeze it. 

One premise in the many changes 
made in the taxation of capital gains 
has been that it is wise social policy 
to dampen speculative ardor. Without — 
discussing the merits of this theory and 
the unsuccessful attempts to define 
logically where speculation begins and 
is transfigured into investment, I would 
like to point out that in recent years 
the whole tendency has not been toward 
risk-taking, but to seek greater and 
greater security. Savings have been 
running at an annual rate of around $20 
billion in 1949; yet there was recently 
trepidation about the placement of ap- 
proximately $25 million of high quality 
venture capital in a company with an 
excellent record, growing rapidly and 
operating in an unusually stable in- 
dustry. ' l 

With savings of $400 million weekly, 
common stock offerings for new capital 
through the end of April 1949 were at 
the rate of only $50 million a month. 
The volume of trading on the Stock Ex- 
change in relation to the number of 
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shares listed is at a rate of only about 
one-seventh of that in 1926. Both of 
these are utterly inadequate trickles if 
we want to keep 60 million persons 
gainfully employed. 


“Heaps I Win; Tarts You Lose” 


Our present capital gains tax acts as 
a deterrent to risk-taking. A prospec- 
tive risk-taker is acutely conscious: of 
the iact that if his venture succeeds, a 
_Sizable shere of any appreciation in 
the value of. his investment will be 
taken in taxes when he sells his hold- 
ings; on the other side, if he suffers a 
loss, he is allowed only a limited offset 
against-other income. No system could 
be better devised to discourage risk- 
taking at a time when personal income 
taxes are crushing in the upper brackets. 
A tax rate so high that it discourages 
realization of capital gains also robs 
the Treasury of potential revenue. 


RECOMMENDATIONS 
Surtax rates 


It would be relatively easy to show 
the benefits that would flow to all 
groups in our economy if personal in- 
come taxes should be substantially re- 
duced. However, since the personal in- 
come tax is by far our largest single 
source of Federal funds, any sizable re- 
. duction in income levies is precluded by 
our present huge revenue needs. 
Taxation of dividends 

We urge the immediate revision of 
the law to permit individuals to’ deduct 
from their income tax liability an 
amount equal to 10 per cent of the 
dividends they have received on com- 
mon stocks. This measure would have 
the effect of reducing the tax rate on 
dividend income by 10 percentage 
points for all income groups. People 
in the lower income tax brackets would 
enjoy the larger proportional reduction 
in the rate of tax paid on dividend in- 


come.: In the lowest bracket, where 
combined normal taxes and surtaxes 
take nearly 20 per cent of additions to 
income, the tax on dividends received 
would be cut in half. 

The adoption of this plan would not 
be unrealistic from the point of view 
of Federal revenues. In 1948, a rec- 
ord year, dividend distributions in the 
United States totaled $7.8 billion. It 
is estimated that about 10 per cent of 
the total represented dividends on pre- 
ferred stock.? It is also estimated that 
another 15 per cent. represented inter- 
corporate dividends and dividends going 
to institutions and individuals not sub- 
ject to income taxation. Common stock 
dividends subject to the personal income ` 
tax thus were probably about $6 billion. 
If we allowed individuals to reduce their 
tax liability by a sum equal to 10 per 
cent of their common stock dividends, 
the maximum reduction in Federal tax 
receipts would be approximately $600 
million. It should also be pointed out 
that possibly there would be no loss of 
revenue, because the tax credit would 
tend to increase the. amount of taxable 
income at the personal level by encour- 
aging larger dividend distributions. 


Capital gains taxation 


Two changes in capital gains taxes 
would do much to redress the balance 
and make potential investors more will- 
ing to participate in risk ventures than 
they are under the present one-sided 
system which taxes gains heavily and 
allows only restricted loss offsets. One 
approach is to liberalize loss allow- 
ancés; the other is to reduce the tax on 
capital gains. ’ 

It is mot enough that capital losses 
can be offset against capital gains. An 

3 For instance, common stocks listed on the 
New York Stock Exchange paid dividends of 
$3,806 million: in 1948; preferred stocks listed 
on the Exchange paid $414 million. The ratio 


of preferred to total dividend distributions was 
thus 9.8 per cent. 
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individual investor may have no gain 
at all against which to cancel realized 
losses. If, on the other hand, he has 
participated in successful ventures as 
well as unsuccessful ones, he may find 
it difficult or unwise to sell his inter- 
ests at a particular time merely to es- 
tablish offsetting gains. 

The present additional provision that 
allows losses to be offset against $1,000 
of ordinary income in the year they oc- 
cur and in each of five subsequent years 
is also insufficient. Even after six years, 
the taxpayer who suffered a large loss 
can offset a total of only $6,000 against 
ordinary income. ‘This represents, in 
effect, $12,000 of long-term capital loss 
—a much less significant sum than it 
was in 1942, when the present tax pro- 
visions. were adopted. 

We recommend that the extent to 
‘which losses can be offset against ordi- 
nary income should be increased .to 
$5,000 for the year in which losses oc- 
cur and an equal amount in each of the 
carry-over years. Liberalization of loss 
allowances would do a great deal to re- 
move one of the most serious tax im- 


pediments to our industrial. develop- ` 


ment and growth. It would be of espe- 
cial help in the uncertain days ahead 
when the hazards of enterprise threaten 
to become accentuated.‘ 

Looking at the other side of the pic- 
ture, risk-taking would also be encour- 
aged by a reduction in the capital gains 


tax rate. Such a move would, of course, © 


increase the possible reward an investor 


4 Professor Slichter has proposed permitting 
losses to be offset against ordinary income 
when they occur, limiting the amount so off- 
set to 50 per cent of an individual’s total tax 
liability or to $100,000, whichever is smaller. 
S. H. Slichter, The American Economy: Its 


Problems and Prospects (1948), p. 84. We 


agree with Professor Slichter that this would 
help reduce the tendency of taxes to discour- 
age new investment in uncertain periods, and 
we think his suggestion should be-given con- 
sideration as soon as the Federal- budget po- 
sition permits. 

N 


could hope to realize from participation 
in any given venture, and hence would 
make all investment opportunities ap- 
pear more attractive. We recommend 
the adoption at the present time of a 
flat rate of 10 per cent for long-term 
capital gains. The maximum effective 
rate was raised’ to the present.25 per 
cent by the Revenue Act of 1942." 
That was the first revenue act of the 
World War IT period. It made drastic 
increases in taxes on wages and other 
determinable income, and it was felt to 
be “only proper that some additional 
tax should be derived in this emergency 
from capital gains.” 6 We are faced in 
1949 with an entirely different set of 
conditions and a different kind of emer- 
gency. Our problem now is not to col- 
lect as much as possible in taxes in 
order to combat wartime inflationary 
pressures; we must now think in terms 
of stimulating risk- investment so that 
our economy will retain its vigor. 

While the 25 per cent maximum rate 
has remained unchanged since 1942, 
subsequent revisions of individual in- 
come rates have changed the income 
levels at which the maximum rate be- 
comes effective. At the time of its 
adoption it was useful to people in the 
$18,000 and over income groups, be- 
cause at that level combined normal 
taxes and surtaxes began to take more 
than 50 per cent of additions to income. 
It became effective at the $16,000 in- 
come level in 1944 and 1945, and at 
the $18,000 level in 1946 and 1947. 
Since the Revenue Act of 1948, it does 
not become useful until surtax net in- 
come is $22,000 and over for a single 
person or a married person filing a sepa- 


5 The maximum rates then in effect had 
been adopted in 1938, and were 15 per cent on 
gains from assets held over two years and 20 
per cent on gains from assets held from 
eighteen to twenty-four months. : 

€ Report of the Ways and Means Committee 
on the Revenue Bill of 1942, House Report 
2333, 77th Cong., 2d sess., p. 30. 
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rate return; or $44,000 and over for 
married persons filing a joint return. 

Taxes on realized long-term capital 
gains under present provisions of the 
law range from approximately 10 per 
cent when the faxpayer_is in the lowest 
taxable income bracket to a maximum 
- of 25 per cent. If a flat rate of 10 per 
cent were substituted for the present 
arrangement, not only would the flow 
of venture capital be stimulated, but 
the sale of appreciated assets would be 
encouraged and less injustice would be 
done to people who have had purely 
illusory gains that merely reflect the 
general inflationary trend of recent 
years. 


~ 


CONCLUSION 


One of the ironical consequences of 
shutting off the flow of equity funds is 
to make it appear that the Government 
itself is the only source of capital, jobs 
and the spirit of enterprise. The surest 
road to economic progress is through 


` the time-tested American system of pri- 


vate enterprise, and our system is more 
compatible with freedom of individual 
action and democracy than any other. 
We must give that system a fair chance 
to prosper by mitigating the handicaps 
that certain features of our tax laws 
place upon it and which threaten to de- 
stroy the sources of its vitality. 


Emil Schram, New York City, has been president of the New York Stock Exchange 
since 1941. From 1933 to 1941 he was associated with the Reconstruction Finance Cor- 
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Taxation and Corporate Enterprise 


By G. Stpney Houston 


OLUMES have been written in re- 
cent years concerning American in- 
stitutions and our free enterprise sys- 
tem, and, while these phrases ~are thor- 
oughly understood by the intelligentsia, 
to many they are fuzzy and nebulous 
ideals promulgated by some of our fore- 
fathers about the time of the American 
Revolution. So that there may be no 
misunderstanding, it is frankly stated 
at the very start of this treatise that 
the lifeblood of corporate enterprise is 
profits. Without profits actually earned 
or reasonably expected in the future, 
corporate enterprise will wither and 
die. ' 
Along with the vague impressions 
concerning our institutions and our 
' free -enterprise system is another no- 
tion of many of the American people 
that taxes can be imposed on our cor- 
porations that will not deter the man- 


agers in their efforts to make profits but ` 


at the same time will siphon large por- 
tions of those profits into governmental 
treasuries. This line of thinking has 
been responsible for some of the detri- 
mental tax legislation that has been 
enacted and for some of the impractical 
tax proposals that have been the sub- 
ject of discussion in recent years. Un- 
less we are to move constantly in the 
direction of a socialistic state, tax laws 
must be so drawn as to permit corporate 
enterprise to earn a reasonable profit 
and allow its owners to realize that 
profit. . 

- Possibly at some future date some- 
one will devise a perfect tax plan which 
will overcome all objections to the pres- 
ent laws, but it is not intended to pre- 
sent here any new concepts of tax- 
ing corporate enterprise. Any radical 
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changes in the taxation of business 
transactions would be disturbing to 
corporate management and would re- 
quire a long period of time during 
which the Federal Treasury would have 
to build up new rules and regulations 
and during which taxpayers would be 
uncertain of their tax liabilities. This 
discussion will be concerned with the 
main points in the existing tax laws 
which will determine whether corporate 
enterprise will provide the mainsprings 
of our economy in the future or whether 
we shall continue our drift toward the 
welfare state. 


LocaL, STATE, AND PAY-ROLL TAXES 


Insofar as local taxes are concerned, 
it must be conceded that all business 
enterprise should bear its just propor- 
tion of local governmental costs. In 
many communities there are doubtless 
some phases of the local tax laws that 
are detrimental to corporate enterprise, 
but it is undesirable toe’ confuse this 
broader discussion with a consideration 
of these local issues. However, it is 
significant to note that the combina- 
tion of state and local taxes is often of 
vital importance in determining the lo- 
cation of new enterprises or branch 
plants. Some states are aggressively 
advertising their tax advantages, and 
other states and local communities will 
do well to take cognizance of their less 
favorable situation. i 

In addition to other taxes, many 
states impose income taxes. While in 
general these are not large when com- 
pared with the Federal income tax, 
they greatly complicate the corporate 
tax problem. Only the smaller cor- 
poration conducts its business entirely 
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in the state of domicile. As a conse- 
quence, the corporation must segregate 
its income according to different formu- 
las and subject it to various rates of 
taxation. Additionally, at the state 
level many of its transactions are sub- 
ject to sales taxes. 

Probably to the large corporation 
doing business in many states, the 
amount of the state taxes imposed is 
not so detrimental to its well-being as 
is the disturbance to its peace of mind 
in being sure that it is paying only its 
just proportion of these state taxes. 
Prior to the war, the National Tax As- 
sociation made a determined effort to 
have the various states adopt a uni- 
form procedure in determining the 
amount of business done in each state 
and also to have the states impose uni- 
form rates of taxation. Thus far, little 
actual accomplishment has come as a 
result of this effort, but it should have 
‘the attention of state AUtROHIES and 
legislative bodies. 

Somewhere between the state and 
Federal levels are pay-roll taxes, which 
are now considered burdensome by some 
and which may be increased to higher 
levels in the future. If the proposed 
health insurance program is to be 
added to the existing taxes, with part 
of the burden borne by the employer, 
there will doubtless be an important 
added burden placed on all business 
enterprise. Insofar as these taxes are 
paid ‘by the employer, they simply serve 
to increase his labor costs just as much 
as if the employee were paid the addi- 
tional amount necessary to enable him 
_ to bear the full burden of the tax. 


THE FEDERAL Corporate INCOME TAX 


Finally, and of greatest importance 
to corporate enterprise, is the Federal 
tax on corporate income. Some stu- 
dents of taxation have proposed that 
corporate enterprise should not be sub- 
ject to income taxes, on the theory 


that, in the final analysis, only indi- 
viduals can pay taxes. There is no 
denying that this is true, and there are 
only three ways in which the corpora- 
tion can shift taxes to individuals: (1) 
lower wages, (2) lower earnings and 
dividends, and (3) higher prices. That 
the corporations of this country did not 
pass on their higher taxes by lowering 
wages should be clearly evident by the 
various “rounds” of wage increases since 
the end of World War II. Also, it is 
rather clearly evident that there was no 
substantial lowering of earnings, al- 
though dividends were a smaller por- 
tion of those earnings. In the prosper- 
ous years of 1927, 1928, and 1929, 
the net income of corporations earning 
profits after payment of taxes. repre- 
sented about 7.45 per cent of their 
gross income, while in 1946 the percent- . 
age was 6.89, in spite of the fact that 
Federal income taxes were about three 


‘and one-half times as great a percentage 


of gross income as they were in the 
earlier years. It seems rather clear that 
corporations did everything in their 
power to pass on to their customers 


-practically all tax increases. 


There are two principal reasons why 
it is not desirable to remove income 
taxes from corporations: (1) it is obvi- 
ously inequitable to relieve corporate - 
enterprise from heavy taxation while- 
unincorporated business is subjected to 
high taxes, and (2) the present needs 
of the Treasury are of such proportions, 
even with some sizable reductions in ex- 
penditures, that -individual -income tax 
rates would rise to the point where they 
would be likely to destroy practically 
all initiative if they were to produce 
the necessary revenue. 

Raising revenue for the Federal 
Treasury by taxing corporate income 
has gone through many ramifications 
since the 1 per cent tax was first im- 
posed on corporations as an excise in 
1909. The rates of taxation rose to 


ta 
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great heights during and immediately 
after World War I, declined to moder- 
ate levels during the period of the 
twenties and early thirties, and rose 
again in the late thirties, culminating 
in the high taxes during World War II. 
Since that time, the excess profits tax 
has been repealed, and the combined 
normal tax and surtax has been re- 


duced from 40 to 38 per cent and some- ` 


what lower for small corporations. 
No attempt can be made within ‘the 
limits-of this treatise to review histori- 


cally the various ramifications of these 


tax laws. Our space will rather be de- 
voted to a discussion of the effects of 
certain provisions of the law on cor- 
porate enterprise, and to some consid- 
eration of the advantages and disad- 
vantages of some more recent Federal 
income tax proposals. 

It is perfectly possible to impose 
taxes on corporations that would trans- 


fer practically all their profits to the- 
- Federal Treasury, but to do so would 


destroy the desire of the managements 
to make profits, and thus would ulti- 
mately produce less revenue for the 
governmental treasuries. The adminis- 
tration proposed an increase in the rate 
of corporate taxation this year, and it 
may be well tọ consider the point at 
which the rate might become excessive. 
- There are many who will argue that 
the present 38 per cent rate is destruc- 
tive of corporate enterprise; but, in 
view of the reference previously made 
to the fact that corporations have ap- 
proximately maintained their rate of 
earnings after taxes compared with 
previous periods when taxes were much 
lighter, there is little to support such 
an argument. During the period of 
World War II, under heavy excess 
profits taxes, corporate management be- 
came extravagant in some of its ex- 
penditures, often on the theory that 
nearly all the expense was being borne 
by the Government. If the rate of cor- 


f 


. able incomé may tend to decline. 
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porate taxation is raised above the pres- 
ent level, it is highly probable that man- 
agements will adopt a similar line of 
thinking. , Thus as rates increase, tax- 
Un- 
der such circumstances, it seems rea- 
sonable to conclude that somewhere not 
very much above the present 38 per 
cent rate of corporate taxation is the 
point of diminishing return. 


THE ISSUE OF DOUBLE TAXATION 


Perhaps at this point it would be well 
to introduce the very controversial sub- 
ject of so-called “double” taxation of 
corporate income, the statement being 
frequently made that corporate income 
is taxed once when it is earned by the 
corporation and again when it is dis- 
tributed to’ the stockholder. At first 
glance, it appears that such a state- 
ment is entirely correct; but more 
careful consideration of the factors in- 
volved will demonstrate that the situa- 
tion is somewhat different from what 
this simple approach would indicate. 

As already pointed out, corporate 
management will attempt to pass on 
in higher prices all the tax imposed on 
corporations. To illustrate, in the dec- 
ade following 1933 corporate taxes were 
increased frequently, but the pattern of 
net corporate income did not indicate © 
that profits were adversely affected by . 
taxes until the wartime excess profits 
taxes were imposed. This latter type 
of tax is one that is well-nigh impos- 
sible for the corporation to pass on. 
In the first full postwar year, the pre- 
liminary figures released by the Bureau 
of Internal Revenue indicate that cor- 
porate earnings after taxes returned to 
their prewar pattern. 

To illustrate this point further, con- 
sider for a moment the other side of the 
picture, and assumé that overnight the 
governmental bodies of this country 
abolished all taxes applicable to cor- 
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porations. 
tion would in time cause prices to be 
- reduced. It is well to keep in mind 
that the more efficient units in an in- 


dustry continuously strive to obtain a - 


larger share of the market by lowering 
prices. If this were not the case, cor- 
porate proñts might rise to such an 
exorbitant level that both labor and the 
general pullic.would vigorously protest. 


Insofar as corporate management is 


successful in increasing its prices so as 
to include taxes imposed upon it, it 
cannot be concluded that the tax the 
stockholder pays on his dividends is a 
double tax. Nevertheless, corporate en- 
terprise must contend with the tax on 
the corporation and the tax on the indi- 
vidual regardless of their ultimate in- 
cidence, while business conducted by 
proprietorships is subjected to only one 
form of tax. It has been previously 
pointed oui that it would be inequitable 
to relieve the corporation of taxes while 
unincorporated business is taxed. It is 


‘likewise inequitable to subject ‘corpo- 


rate profits to two taxes while compet- 
ing uninccrporated business only pays 
one tax. 


EFFECT ON VENTURE CAPITAL 


Whether or not there be double taxa- 
tion of dividends, it cannot be denied 
that the present taxation of corporate 
_ enterprise earnings in the hands of indi- 
viduals is destructive of the entire free 
enterprise system. Admitting that a 
large portion of corporate dividends is 
received by individuals in high income 
tax brackets, the heavy taxes levied 
against those dividends are slowly but 
surely causing these individuals to with- 
draw from venturing. It is the convic- 
tion of this author that no other single 
force is so effective today in drying up 
the free flow of capital and forcing this 
country into a socialistic state than the 
inordinately high tax rates imposed on 
individuals with large incomes. Fur- 


In such an event, competi-- 


thermore, these rates are almost entirely 
political. They produce a relatively 
small amount of revenue for the Fed- 
eral Treasury, and, as the individuals 
switch their investments from venturing 
to tax-exempt securities because they 
obtain more net yield, the lifeblood of 
new capital is gradually drying up. 

If the politicians of this country feel 
that there is some justification for high 
rates of income tax in the upper brack- 
ets, a special exemption should promptly 
be given.to those willing to risk their . 
money in venturesome enterprises, to 
the point where dividend income bears 
no more than a 40 per cent tax. It 
would be highly desirable if dividends 
received by individuals in all income 
tax brackets were given a generous 
credit so that the top bracket were 
taxed no more than the proposed 40 
per’ cent. Nothing would be more 
stimulating to the flow of capital to in- 
dustry and new enterprise. 

Some may question why a credit of 
this kind should be extended to an 
individual with an income of $50,000 
from dividends, while no corresponding 
credit is given to an individual earning 
a $50,000 salary. The individual with 
only a salary income, generally speak- 
ing, has no investment in the business 
which- he is directing; otherwise, he 
would also have dividend income. How- 
ever, the individual with dividend in- 
come of $50,000 must -in normal times 
have an average investment in equities 
of close to $1,000,000. It is the flow 
of this million dollars into enterprise - 
that keeps the industry of this country 
supplied with funds to develop and 
expand. Without this flow of new 
money, the corporations of this country 
are entirely dependent upon retained 
earnings or borrowings for their de- 
velopment, and we cannot hope to sus- 
tain full employment and the national 
income now required to carry our 
enormous debt without a vigorous flow 
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of investment funds into new and ex- 
panding enterprise. ' 


PROPOSED DEDUCTION OF 
DIVIDENDS Patp 


One of the postwar proposals which - 


still finds support among some students 
of taxation is to permit corporations to 
deduct dividends paid, the same as in- 
terest on bonds is deducted, before 
computing their Federal tax. The prin- 
cipal advantage of such a procedure is 
that it would lessen the present pre- 
mium on debt financing. Among the 
arguments in favor of this proposal are 
that it would induce the payment of 
larger dividends by the corporation and 
at the same time might not reduce the 
revenue of the Federal Treasury to any 
great extent, because the loss in reve- 
nue from the corporate tax would be 
` counterbalanced to a large degree by 
increased individual taxes. It is fre- 
quently pointed out that a substantial 
percentage of the dividends would go 
to individuals in high income tax brack- 
- ets, and therefore the net revenue of 
the Federal Treasury might be higher 
than if the corporation paid the tax on 
this income. 

In the first place, this proposal would 
be violently attacked by small and 
growing businesses. It would give a 
distinct advantage to the well-financed 
corporation as compared with the busi- 
ness that was trying to retain a high 
percentage of its earnings for growth. 

Additionally, the proposal is based 
on the erroneous assumption that cor- 
porate earnings before taxes would re- 
main unchanged. While it is assumed 
that the normal desire of corporation 
management is to increase its profits, 
there are limiting factors on the amount 
of profit that a corporation can justifi- 
ably earn. The labor unions now em- 
ploy high-grade accountants and econo- 
mists who can promptly advise their 


leaders of undue profits accruing to 


! 
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corporate stockholders, and. this is 
promptly used as an argument for in- 
creased wages. Additionally, there is 
the. important question of competition. 
Except in inflationary periods, it has a 
way of restricting earnings to a reason- 
able level in most lines, and if one com- 
pany’s management decided that it 
would rather maintain its dividends at 
the same level as they were before the 
enactment of such a tax, it would 
virtually force all competitors into the 
same position. The net result, there- 
fore, of the enactment of such a tax 
proposal would be a substantial reduc- 
tion in corporate earnings before taxes, 


‘a much greater reduction in the revenue 


to the Federal Treasury from corpora- 
tion income taxes, and perhaps some 
modest increase in the individual in- 
come taxes from. dividends. 

During the period following the depth 
of the depression, numerous experiments 
in the field of corporate taxation were 
tried, starting with the. declared-value 
excess-profits tax, which constituted 
perhaps more of a nuisance than a 
burden, and which was followed in 
1936 by the undistributed profits tax. 
The theory behind this latter tax was 
that corporations, particularly the larger 
ones, were adding to their surplus ac- 
counts large.sums of money which were 
more or less dormant withdrawals from 
the income stream, and as a conse- 
quence it was desirable for the good of 
the economy to force these amounts to 
be paid out as dividends or tax them 
rather heavily if they were retained. 

While it possibly can be argued that 
such a tax is not destructive of cor- 
porate enterprise, it can nevertheless 
be said that it is an interference with 
the free enterprise system. To a sub- 
stantial degree, it deprived corporate . 
management of a freedom of choice in 
retaining earnings for further develop- 
ment and expansion: of business. The 
net effect of this law was quite similar 


. 98 i THE ANNALS OF THE AMERICAN ACADEMY 


to the foregoing proposal to allow cor- 
porations to deduct dividends before 
computing Federal taxes. Its subse- 
quent . repeal by the Revenue Act of 
1938 was doubtless more the result of 
pressure from small and growing busi- 
nesses than it was due to the protests 
from large corporations. Many present 
business managers who went through 
that period are justifiably critical of 
any new proposal to tax undistributed 
profits at a higher rate than distrib- 
uted profits. 


TAXING SMALL CORPORATIONS 


“High tax rates, both corporate and 
individual, pose some unusual problems 
in respect to small corporations. Be- 
cause of numerous business failures, 
plus mergers and consolidations, it 
takes a powerful flow of new business 
concerns each year in order. that this 
country will not be confronted with a 
continual decline in the number of cor- 
porations and at the same time a con- 
stant increase in the size of those. that 
remain. If this should ever happen, the 
capitalistic system would be seriously 
threatened. The problem of how to 
nurture these small companies in their 
early stages has been the subject of 
much study, and one of the principal 
problems has been to alleviate the tax 
burden until the new businesses reach 
a reasonable degree of maturity: 

Under the present income tax law, 
corporations with incomes of less than 
$50,000 pay taxes under a bracket ar- 
rangement ranging in effect from 21 to 
38 per cent of their total incomes. 
Corporations with incomes of over 
$50,000 pay taxes at the flat rate of 
38 per cent of their total incomes. 
However, corporations with incomes ‘be- 
tween $25.000 and $50,000 pay a tax 
at a flat vate of 53 per cent on the 
part of their income exceeding $25,000, 
whereas the maximum rate of taxation 
on the part of‘the income below $25,000 


is 25 per cent. The net effect of. this 
is somewhat the same as it would be if 
the over-all corporate rate were raised 
to 53 per cent. It discourages corpora- 
tions in a period of growth between the 
income levels of $25,000 and $50,000. 

Research has been conducted by. the 
congressional staff as well as by nu- 
merous outside organizations in an at- 
tempt to alleviate this situation—so 
far, however, without very satisfactory 
results. Some students of this subject 
have proposed to graduate the rates 
on corporate Income up to $50,000, or 
possibly a higher figure, in much the 
same manner that individual income 
taxes are computed. This would be the 
entering wedge in a scheme to penalize 
bigness, and should be vigorously op- 
posed by everyone interested in main- 
taining the capitalistic system in this 
country. Succeeding sessions of Con- 
gress would be under left-wing pressure 
to keep on increasing these graduated 
rates until corporate enterprise would 
cease its efforts to increase earnings, 
and the revenue from corporate income ' 
taxes would decline. 

It is quite possible that a better 
formula than the one in the present 
law can be devised and will be incor- 
porated in a future tax law, but it is 
better to suffer the consequences of the 
present “notch” than to risk the alterna- 
tive in the proposed graduated rates. 


OTHER PROBLEMS 


There are some other provisions of 
the present corporate tax laws that 
materially interfere with the free func- 
tioning of corporate management, both 
large and small. Perhaps the greatest 
threat to growing business enterprise, 
whether it be large or small, is the sur- 
tax on improper accumulation of sur- 
plus, commonly known as Section 102. 
As long as human nature is what it is, 
certain individuals are sure to take ad- 
vantage of any. loopholes in the tax 
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laws which permit them to avoid the 
payment of taxes. This provision of 
the law is intended to prevent a group 
of stockholders who control a corpora- 


tion from allowing the earnings to ac- 


cumulate when they are not needed in 
the business, whereas if they were paid 
out to stockholders in the high indi- 
vidual income tax brackets, most of the 
dividends would be paid over to the 
United States Treasury in taxes. The 
present law puts the burden of: proof 
that surplus has not been improperly 
accumulated, on the corporation. This 
deters many managements, particularly 
of small and growing businesses, from 
proceeding with justifiable expansion 
and rehabilitation programs. The law 
should be promptly changed so that the 
Bureau of Internal Revenue is obliged 
to prove its case that the corporation 
has improperly accumulated surplus. 
Another disturbing element in the 
corporate tax structure is the rigid 
regulation of depreciation charges by 
the Bureau of Internal Revenue. 
tends to maintain in service a substan- 
tial amount of obsolete equipment and 
to slow down the production of capital 
goods. British industry is today suf- 
fering from high costs resulting from 
maintenance of obsolete equipment in 


This 


service and a failure to keep a large 
portion of its plant well supplied with 
labor-saving devices. The law should 
be changed to permit corporations wide 
latitude-in determining the rate of de- 
preciation charges. ' 


CONCLUSION 


The problem of taxing corporate en- 
terprise so as to obtain the maximum 
revenue and at the same time not de- 
stroy managerial incentives is a com- 
plex one. The existing tax laws con- 
tain certain provisions which deprive 
both corporations and individuals of a 
reasonable share of the profits of ven- 
turing. Other regulations and Jaws re- 
strict corporate management in exercis- 
ing the freedom of judgment necessary 
to assure the success of an enterprise. 
Abuses have existed and will continue © 
to exist, but they are not sufficient rea- 
son for destroying the capitalistic and 
free enterprise system. Unless this 
country is to follow the lead of Great 
Britain down the socialistic path, it 
is imperative that our tax laws be 
promptly changed so as to permit our 
people to enjoy the highest standard of 
living ever attained and to have this 
country remain the greatest industrial 
nation on earth. 
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Effects of Taxation on Individual Investment 
and Corporate Financing 
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By Dan THROOP SMITH 


HE purpose of this article is to 

indicate briefly some of the ways 
in which corporate and individual in- 
come taxation, operating both sepa- 
rately and in conjunction with each 
other, may be expected to influence 
the relative attractiveness to investors 
of different forms of investments and 
the relative costs to business of differ- 
ent forms of financing. The fact that 
income arising through corporate stock 
ownership is taxed once to the corpora- 
tion and again to the individual to the 
extent that it is paid out in dividends, 
is frequently referred to as discrimina- 
tory and repressive double taxation. 
Much of the analysis which follows is 
related to the joint effects of the two 
- forms.of income taxation. Some of the 
probable influences on the costs of 
financing, however, are related almost 
entirely ta the corporation income tax 
and are considered from that stand- 
point. 


1 The approach here is largely deductive. 
A completely realistic appraisal of the im- 
portance of the effect of taxation is possible 
only after extensive inquiries among’ those di- 
rectly concerned about their own individual 
investment and business decisions. Individual 
readers will have their own intuitive reactions 
as to the extent and importance of proposi- 
tions develcped herein through abstract logi- 
cal reasoning. 

The subject of this article is developed more 
fully in the author’s forthcoming volume, 
The Effects of Taxation on Corporate Finan- 
cial Policy, which is to be one of the series 
published in the general study on “The Effects 
of Taxatior: on Business,” conducted through 
the Harvard Graduate School of Business Ad- 
ministration, financed by a grant from the 
‘Merrill Foundation for Advancement of Fi- 
nancial Knowledge. .The author is director 
of the tax research program. 


The first subject considered is the ef- 
fects of corporation and individual taxa- 
tion together on the attractiveness of 
investment in closely controlled com- 
panies. Here the double tax feature is 
of dominant importance. The second 
section of the article deals ‘with the ef- 
fects of the two taxes on the relative at- 
tractiveness of stocks and bonds as in- 
vestments. The effect of corporate in- 
come taxation on stock prices through 
the process of tax capitalization is de- 
scribed. This leads to an analysis, in 
the third section, of the relative attrac- 
tiveness of stock purchases in new as 
compared to established companies. In 
the fourth section of the paper, the 
point of view is shifted to the influence 
of taxation on the relative costs of dif- 
ferent methods of financing from the 


standpoint of business. Debt and pre- 


ferred stock are compared in terms of 
the rates which must be earned on the 
proceeds of new financing to give an in- 
crease in net income available for com- . 
mon stock, after account is taken of 
tax calculations. This approach is then 
carried over into the fifth and last sec- 
tion in an analysis of the effects of new 
common stock financing. 


INVESTMENT IN NEW CLOSELY 
CONTROLLED COMPANIES 


A distinction should first be drawn 
between provision of capital for closely 
controlled companies, and purchases of 
stock in established companies. For an 
individual or a closely knit group pro- 
posing to provide all the funds for a 
new business from which all income is 
to be withdrawn annually, the double 
tax under the corporate form is real, 
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simply calculated, and always burden- 
some. The double tax would be so 
burdensome that it is in fact unlikely 
that a corporate form would be used in 
these conditions; the example is used as 
an extreme one, to show the full pos- 
sible impact of the tax on investors. 
(To the extent that income is not with- 
drawn, the- advantage of having re- 
tained earnings. taxed at the corporate 
rate instead of a high-bracket indi- 
vidual rate may, of course, make the 
combined corporate and individual tax 
less than the individual tax alone 
would be under a proprietorship or 
partnership.) 

Where a single group provides all 
the funds and proposes to withdraw 
all the income, the greatest tax advan- 
tage is achieved by providing the maxi- 
mum amount of funds in the’ form of 
debt and the minimum amount in the 
form of stock. More precisely, the ad- 
vantage lies in setting up a financial 
structure by which the maximum pro- 
portion of the total earnings may be 
withdrawn in the form of interest (de- 
ductible by the corporation and taxed 
as income only to the recipient) and 
the minimum proportion as dividends 
(paid from corporate income and hence 
taxed first to the corporation and then, 
as dividends, to the recipient). In such 
situations much legal ingenuity has 
been shown in developing a great va- 
riety of debt instruments, and a fairly 
extensive body of litigation exists to 
define the line between ownership and 
creditor securities. 

The precise form of securities to be 
issued in such companies is further 
complicated by the desire in some cases 
to have the creditor obligation consid- 
ered an ordinary debt, so that in case 
of failure the loss can be deducted in 
full by the investor from all sorts of 
income; whereas the loss on a capital 
asset is deductible principally against 


an individual’s capital gains, if he has - 


any. However, a form of financing 
which would qualify the obligation as 
an ordinary debt may be undesirable if 
the venture is successful, because re- 


` payment of the principal might be held 


to be a distribution of earnings from 
the corporation, taxable to the investor 
as income. 

Corporations financed completely by 
a single group of persons withdrawing 
income annually must not be taken as 
prototypes of all corporations, nor 
should the line of reasoning on tax fac- 
tors appropriate to this type of finan- 
cial problem be applied to publicly 
held corporations iri which equity money 
and debt money will come from differ- 
ent sources. The deductibility of in- 
terest makes a debt form more attrac- 
tive to an individual contributing any 
given proportion of the total resources 


-of a corporation in return for a claim 


to that same proportion of the total 
gain of the enterprise. But the deduc- 
tibility of interest does not of itself 
make bonds more’ attractive than stock 
to an individual trying to decide 
whether to buy bonds or. stock in any 
given corporation. 


INVESTMENT IN STOCKS OR BONDS 
OF ESTABLISHED COMPANIES 


An investor choosing between stocks 
and bonds typically will not find any 
reason to prefer bonds because of the 
double tax on income derived ftom 
stocks. This is. so because the cor- 
porate income tax is reflected in the | 
price of the stock, through the proc- 
ess commonly referred to among econo- 
mists as tax capitalization. From the 
standpoint of the individual investor, | 
income is income, taxable to him in the 
same manner and degree regardless of 
its source or previous treatment. (In 


this analysis, special cases such as tax- 
free municipal bonds are ignored.) In 


making any new investment, an in- 
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vestor must foresee a return commen- 
surate with the risks. 

The process of capitalization of the 
corporate income tax, by which the 
price comes to reflect the tax, has been 
commonly and extensively discussed in 
hypothetical and abstract terms. It is 
not possible to give an illustration of 
tax capitalization which is both simple 
and realistic. Because of the tax on 
corporate income, there is that much 
less income for the common stock in a 
company, on the assumption that the 
tax is not shifted from the corpora- 
tion to its customers, suppliers, or em- 
ployees. - The exact extent to which 
a reduction in present and prospective 
earnings per share brings about a re- 
duction in the market price depends on 
the relative importance of all the fac- 
tors which influence market value. If 
earnings were the sole determinant of 
market value, a decrease in earnings 
because of taxation would cause a pro- 
portionate decrease in value, the tax 
would be fully capitalized, and from 
the standpoint of ‘a prospective pur- 
chaser the stock would be equally at- 
tractive before and after the tax was 
imposed.? ; 

The exact relationship between changes 
in corporaze income tax rates and stock 
prices is vastly involved. Though pros- 


2 If a stock earning $10 a share sells at eight 
times earnirgs, or $80, with no corporate in- 
come tax, with a 20 per cent corporate in- 
come tax it would earn $8 after taxes and sell 
at $64; and with a 40 per cent corporate in- 
come tax if would earn $6 and sell at $48. 
On the assumption that net earnings alone 
are the basis for value, or that changes in-all 
other factors cancel out, the stock would be 
equally attractive at each of the three levels. 

In this brief analysis, consideration can 
` be given cnly to the immediate effects of 
corporate income taxes on earnings and se- 
curity prices. More involved problems, such 
as the effscts of government expenditures 
‘financed by tax revenues, and’ of the alterna- 
tives to corporate income faxes as revenue 
sources, cannot be covered in the space avail- 
able here. 
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pective earnings per share are probably 


‘the most important single factor influ- 


encing the market value of most se- 
curities, they are certainly not the only, 
or even at all times the dominant, one. 
Present dividends, book value, esti- 
mated liquidating value, and prospec- 
tive changes in all of these are among 
the other interrelated factors which 
make impossible any assurance about - 
the precise effects of changes in tax 
rates .on market values. The entire 
process of government taxation and ex- 
penditure, of which the corporate in- 
come tax is a part, will also influence 
market values both psychologically and 
by its impact on general economic con- 
ditions and hence on earnings. But 
though one can be sure that thesimpli- 
fied illustration given in footnote 2 is 
unreal in its arithmetic, to the extent 
that earnings do affect prices, the gen-: 
eral nature of the tax capitalization is 
as there described. Corporate income 
taxation thus affects a firm’s financial 
status in: the first instance through 
earnings, and indirectly through re- 
tained earnings and the market price 
of stock. 

The foregoing reasoning suggests that 
the burden of a higher corporate in- 
come tax, to the extent that it is not 
shifted through price or wage changes, 
falls on the holders of stock at the 
time the tax is imposed, or more pre- 
cisely, at the time and over the period 
when the market is going through the 
process of discounting first a prospec- 
tive and finally an actual tax. Owners 


-during the period when a tax change 


grows from a possibility to a reality - 
receive, suddenly or gradually as the 
case may be, the benefit or the penalty 
of the tax change. Subsequent in- 
vestors buy securities on the basis of 
net income figures which reflect the 
taxes. Casual financial comments about 
what a change in corporate taxes would 


- “do tothe market” indicate a- general, 
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though perhaps nontechnical, apprecia- © 


tion of the nature of the capitalization 
of corporate income taxation. 


~ INVESTMENT IN NEW AND IN 
ESTABLISHED COMPANIES 


An analysis of the comparative ef- 


fects of double taxation on investment 


in newly organized closely owned cor- 
` porations and the purchase of stock in 
an existing widely held company is 
somewhat more involved than any of 
the foregoing. As a result of the capi- 
talization, publicly held stocks can be 
expected to be priced by the market to 
' -give net incomes comparable to those 
from all the other forms of securities, 
or income-yielding property, which the 
potential buyers of stock think of as 
investment alternatives to stock -(after 
allowance is made for different degrees 
and types of risks, including among the 
risks possible changes in corporate tax 
rates). After an increase in the cor- 
porate tax, for éxample, stocks will be 
brought into line in the market to re- 


flect the reduced net corporate in-- 


come and, perhaps, reduced dividends. 
Stocks thus would be cheaper with 
reference to.per-share earnings before 
taxes. With publicly held stocks as 
alternative investments for most peo- 
ple who contemplate direct investments 
in closely held corporations, these lat- 
ter must be able to earn a greater re- 
turn before taxes, because of the double 
tax, to be able to offer a return after 
taxes which is competitive with other 
securities. The venture thus has to be 
more profitable than would otherwise 
be necessary to hold its own in the com- 
petition for funds.’ 


3The adjustments towards a new long-run 
equilibrium of returns on different sorts of 
capital investments, in terms of the effects on 
the absolute level of return on different sorts 
of securities, not to mention the extent. of 
capital investment and even the level of eco- 
nomic activity, are not considered here. They 


EFFECTS oF INTEREST DEDUCTIBILITY 
ON DEBT AND PREFERRED R 
STOCK FINANCING 


The deductibility of- interest in com- 
puting taxable income has frequently 
been: referred to as making the net cost 
of borrowing less than the contractual 
interest rate by the amount of the bor- 
rower’s top effective tax rate. Thus in- 
terest at 3 per cent, because deductible, 
costs net only 1.8 per cent if the cor-: 


‘poration paying the interest is subject 


to a 40 per cent income tax. Each dol- 
lar of interest paid reduces taxable in- 
comé by that amount, with a conse- 
quent’ reduction in taxes of 40 cents. 
By contrast, if new funds are secured 
by a 3 per cent preferred stock issue, 
there is no offsetting tax reduction, and 
dividends at 3 per cent constitute a 
new net charge. The concept of gross 
and net costs of interest, though useful, 
is somewhat elusive. Without careful 
attention to the underlying assump- 
tions, which may sometimes be left un- 
stated, the use of the net cost of bor- 
rowing can lead to false conclusions on 
financial policies. 

The effects of new financing on net, 
earnings for each common share previ- 
ously outstanding is a reasonable and 
frequently used measure of its desira- 
bility.* From this standpoint, when 
new funds are used as the basis for ad- 
ditional earnings, the concept of the 
net cost of borrowing would be mis- 
leading if it were taken to indicate the 
minimum amount which must be earned 
on new borrowed funds before taxes to 
assure some increase in earnings per 


share of common stock.é 


are important for any final conclusions about 
the burden of corporate income taxation. 
4The complications introduced by either 
the sale or the use of subscription rights, un- 
der various reasonable assumptions as to their 
values, are ignored in the following analysis. 
5 If $100,000 new money is raised at 3 per 


- cent interest, and new income before interest 
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The costs of new preferred stock ` 


financing may be regarded as the divi- 
dends plus the taxes on an amount of 
income sufficient to cover dividends 
after the tax payment, assuming that 


at least that much is to be earned with, 


the proceeds of the new assets.: The 
diyidends represent a fraction of the 
full cost, in the sense used here, equal 
to 100 minus the tax rate. At.a 20. 
per cent tax rate, dividends constitute 
-80 per cent of the cost; at a 50 per 
cent tax rate, they would constitute 
only one-half the cost. 

Debt financing always has a relative 
tax advantage over preferred, stock 
. financing. The percentage spread be- 
tween the net cost of borrowing at 1.8 
per cent and the cost of preferred stock 
financing at 3 per cent in the first illus- 
tration is the same as the spread be- 
tween the 3 and 5 per cent figures in 


the second example cited in footnote 5. . 


In each instance the spread is equal to 
the tax rate applied to the higher fig- 
ure. The important difference between 


and taxes is $3,000, obviously nothing addi- 
tional will be left over for common stockhold- 
ers. Any $1,800 or 1.8 per cent figure. is 
irrelevant and illusory from this standpoint. 
If the $100,090 is raised by a 3 per cent pre- 


-ferred stock issue, however, and only $3,000. 


is earned with the new funds, the stockholders 
will be worse off than before, because income 
taxes, at an assumed rate of 40 per cent, will 
be increased by $1,200, leaving, in a sense, 
only $1,800 to pay the preferred dividends of 
$3,000. If $5,000, or 5 per cent, is earned on 
the new: funds, the common stockholders break 
even, because. at that level new taxes will be 
40 per cent of $5,000, or $2,000, leaving just 
enough to pay the preferred dividend. Only 
when more than 5 per cent is earned on new 
assets financed by preferred stock at 3 per 
cent will there be any increase in earnings 
available for common stock. An identity be- 
tween interest rate and preferred dividend 
rate is made to isolate the difference in earn- 
ing required, because of taxation, under the 
two forms of financing. Actually, of course, 
the nominal rate on preferred stock would be 
greater than that on debt, thereby increasing 
the spread in required earnings. f 
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the two examples comes in the point of 
view. When the costs of financing are 
conceived of under conditions where a 
new financial charge is the only vari- 
able, the net cost of borrowing is rele- 
vant.. When, however, the approach is- 
that of- analyzing how much has to. be 
earned to cover the cost of new financ- 
ing, that is to say, when income before 
taxes becomes a variable factor, the - 
net-cost concept is misleading. The 
tax advantage of debt financing in the 
latter situation is, in a sense, negative; 
it is not penalized, as is preferred stock 
financing, by -a requirement that more 
must be earned than the stated rate 
before anything will be available to 
common stockholders. : 


EFFECTS ON “Costs” oF COMMON 
Stock FINANCING 


The analysis developed above on the 
rates of return required on new assets 


` to provide.any contribution to the earn- 


ings per share on existing common stock 
can be applied to problems of new issues 
of common stock. The subject is some- 
what more complicated than the discus- 
sion of debt and preferred stock financ- 
ing, because of various possible assump- 
tions about the amounts -received per 
share for new stock compared to what, 
for want of a better term, may be 
called its going-concern asset value. 
The analysis here is first made without 


reference to tax factors, which are in- 


troduced at a later point. A simple ex- 
ample, to illustrate the reasoning, is 
one involving the stock of a corpora-- 
tion selling at $80 per share with an . 
asset value of $100 per share. Asset 
value is defined as the per-share de- 
preciated replacement cost of individual 
asset items, all of which are currently 
useful and of the sort needed for ef- 
fective operations. If the company 


` 6 This definition of asset value is admittedly 
not precise with respect either to the problem 
of substituting different specific asset items in 


C eal "n 
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financed solely by common stock earns 
16%4 per cent on the assets before taxes 
at 40 per cent, earnings after taxes are 
10 per cent on assets and the stock sells 
at eight times earnings. In any situa- 
tion involving sale of stock at less than 
asset value, assets will not increase pro- 
portionally with an increase in stock. 
To maintain earnings and price per 
share, assets acquired with funds se- 
cured from the sale of new stock at 
$80 would have to earn 20.833 per cent, 
compared to the 16% pet cent on 
previous assets. 

Table 1 shows the necessary increases 
in rates of earnings for two different 
amounts of asset increase and assumed 
discounts of market prices from asset 
value. This type of calculation may be 
generalized. The extent to which the 
rate of earnings before taxes on new 
assets must exceed that on old assets to 
maintain net earnings per share is 
equal to the reciprocal of the market 
_ price stated as a percentage of asset 
value. Thus if stock sells at 90 per 
cent of asset value, new assets must 
earn at a rate of 11.1 per cent above 
the rate on old assets; if at 80 per cent, 
new assets. must earn at a.25 per cent 


case of replacement or to the treatment of 
intangible assets. One might, as an extreme 
example, think of a situation involving a 
new company, which had used its funds to 
secure modern equipment and made a proper 
balance between plant and the various items 
of working capital. In this case book value 
and asset value as used here would be identi- 
cal. For a company which had been in op- 


eration for some time, the two would not be. 


likely to be equal, because, among other rea- 
sons, of changes in replacement costs, and ac- 


counting problems involving intangible as- 


sets and depreciation. But though somewhat 
vague, the concept is a very real one in the 
thinking of business management, and ap- 
pears to be useful in the analysis here. Ex- 


amples in 1949 of stocks selling at Jess than | 


the net value of even the current assets, much 
_commented on in the financial press, serve to 

emphasize the importance of the possible gaps 
between market and asset values. 


higher rate; if at 50 per cent, new assets 
must earn at twice the rate. 

In the foregoing analysis it is always 
assuméd that new stock is sold at the 
current market price. This is not in 
fact a generally valid assumption, since 
the issuance of new stock in many mar- 
ket situations depresses the price. To 
the extent that this occurs, still higher 
earnings on new assets would be neces- 
sary to restore the earlier earnings per 
share. Also, since the sale of new stock 
at less than asset value always decreases 
per-share asset value for all stock (just 
as sale at less than book value decreases 
book value), there will tend to bé a de- 
crease in price per share arising from 
this consequent dilution of asset value. 
Such a decline would still further ac- 
centuate the need for increased earnings 
on new assets. 

The concept of asset value used here 
is admittedly somewhat troublesome, in 
that it suggests an aggregate ‘value of 
specific asset items in excess of going- 
concern value. Thus, if stock sells at 
10 times net earnings, or $800, in the 
first example above, the assets back of 
the stock would appear to be worth no 
more than $800, though they are given 
at $1,000. Yet this very phenomenon 
is a familiar feature of many market 
situations, including that of mid-1949. 
The asset value used here is not book 
value, nor is it liquidating value, neither 
one of which is directly relevant, and 
either one of which may .have peculiar 
deviations from asset value as here de- 
fined. 

When market price is equal to the 
asset value per share—probably a rare 
situation in fact—the need for higher 
earnings on new assets than on old no 
longer exists. When market price ex- 
ceeds asset value (a notable feature of 
1929 but seldom true in any general 
way since then), earnings per share may 
be increased even if less is:earned on 


the proceeds of new stock issues than 


. 
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on previous assets. Simple examples to 
illustrate these conditions may readily 
be prepared, analogous to those in Ta- 
ble 1,.but are not given here. 

The difficulty of maintaining per- 
share earnings when new stock is. sold 
at less than asset value is of general 
importance in helping to explain one 


creased rate of return required on new 
assets because of an increase in the 
corporation income tax rate from 20 to 
40 per cent, on the assumptions that 
the tax is not shifted and that market 
value depends on net earnings. The 
effect of an increase in the corporate 
income tax is to decrease the price of 


TABLE 2-—Errects oF INCREASE IN CORPORATION INCOME TAX RATE ON EARNINGS 
AND MARKET PRICE, AND ON RETURNS REQUIRED FROM 
SUBSEQUENT STOCK INCREASE 





a 
Status 
with 20% 
E Corporation 
x f . Income 
ai i Tax 
1. Assets $1,000 
2. Earnings before tax $125, 
3. Corporate income tax at 40% $25 
4, Net earnings $100 
5. Number of shares 10 
6. Market price per sliare $100 
7. Total market value ' $1,000 
8. Net earnings per share $10 
9. Price-earnings ratio 10 
10. Return on new assets in D, 
D2—B2 = 
D1—Bt 
11. Return on old assets 12.5% 
12. Increase in rate of return 


ae 


required on new assets : 


Ea 


Expansion by Sale of 4 New Shares at 
Market after Tax Increase 


B 
Status 
with 40% C D 
Corporation. Assume Required 
Income Same Rate . Return to 
Tax of Return on Maintain 
New as on Earnings 
Old Assets per Share 
$1,000 $1,300 $1,300 
$125 $162.50 $1.75 
$50 $65 $70 
$75 $97.50 $105 
10 14 14 
$75 $69.644- $75 
$750 . $974+ $1,050 ~ 
$7.50 $6.96+ $7.50 
10 é 10 $ 
50 
— — 309 = 16-67% 
12.5% ~~ ~ 
= 16.67 
Bs 1.00 = 33.3% 





a The identity between market and asset value under a 20 per cent corporation income 
tax is assumed to simplify the calculations. In view of the lack of any consistent relationship 
between actual asset and market values, this assumed point of departure is neither more nor 


less reasonable than any other. : 


aspect of the repressive effect of a low 
stock market on industrial: expansion. 
But the proposition is developed here 
primarily as a-basis for further. discus- 
sion of the impact of corporate income 


taxation on the attractiveness of invest- - 


ment. The relationship between the 
two subjects comes through the process 


of tax capitalization described above, ` 


and can be presented very briefly. 
Table 2 gives a simplified hypotheti- 


cal example of the effects of the in- 


~ 


stock and to make necessary a greater 
rate of return on new assets financed 
by stock issues than would otherwise 
be necessary. When the stock price is- 
pushed below asset value, the rate of 
return on new assets must be greater 
than the average rate on old assets.’ 

7 The assumption that the price of stock is 
more responsive to changes in corporate in- 
come taxation than is the price of specific 
assets is implicit in this statement. It appears 
to be much more reasonable than any other 
assumption. With asset values’ dependent - 


~ by stock issues. 
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The analysis here is limited to the ex- 


- planation of the relationship’ between 


changes in tax rates and the necessary 
rates of earnings on new assets financed 
That an increase in the 


‘tax rate will discourage such expansion 


t 


seems self-evident; further analysis can 
only add precision to the extent of re- 
pression.’ 


THE PRESENT SITUATION 


A few final observations may be 
made, related to the situation in 1949. 
First, the postwar period, with its low- 
price-earnings ratios and, in many in- 
dustries, with market value substantially 
less than the asset values as here de- 
fined, has also been one with an un- 
precedentedly high peacetime’ corporate 


income tax. The price-earnings ratios - 


in the market are presumably largely in- 
dependent of corporate taxation. Con- 
cern about the “general situation” and 
fear of a depression, along with the 
present distribution of investment funds 
and investors’ preferences as to their 
use, seem to be the dominant reasons 
for the present level of stock prices.. 
Though net earnings themselves are not 
unusually low because of corporate in- 
come taxation, they are very much in- 
fluenced by it to the extent that the tax 
has not been shifted. (For most in- 
dustries the period 1946-48 was one 
when tax-shifting through price increases 
would have been unusually easy, but 
also unusually inexpedient on long-term 
policy grounds.) 
upon costs and the price level it is hard to 
imagine any general reduction of asset value 
arising from an increase in tax rates. The 
reduction in stock prices, through the process 
of capitalization described above, is independ- 
ent of changes in prices. 

8 Again, it must be noted that this analysis 
does not deal with problems of general equi- 
librium involving the net effects of the entire 


tax-expenditure process of the government 
and its influence on the level of national in- 


» come. 
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The low market price of stocks com- 
pared to their asset values has con- 
fronted managements with some un- 
usual and difficult decisions on ex- 
pansion. Not only have there been 
problems of avoiding undue dilution of 
earnings and of book and asset values, 
but even many companies with funds 
in hand have had the alternative of 
buying capacity through stock purchase 
instead of new construction. Notably 
in the steel industry, according to both 
general financial writers and various 
special studies by individual companies, 
the total market value of stock of es- 
tablished companies represented only 
small fractions.of replacement cost of 
assets at a time when concerns were 
being urged to construct additional ca- 
pacity and were in. fact.doing so. Such 
diverse reasons as public relations and 
technical difficulties of acquiring con- 
trol through stock purchase doubtless 
influenced decisions to build instead of 
buy control of capacity. The paradox 
of discounts on existing plant and ac- 
tive construction of new plant, if long 
continued, could not fail to some ex- 
tent to repress construction and encour- 
age mergers. 

The foregoing analysis, with its sim- 
plified examples, provides no basis for 
accurately relating corporate income 
taxation with the present low prices, 
compared to both assets and earnings, 
of common stocks. The level of cor- 
porate income taxation is only one 
contributing cause. The significance 
of continued high tax rates on corpora- 
tion income will become manifest only. 
with the passage of time. The purpose 
of this article has been to suggest some . 
of the probable consequences under the 
assumptions stated herein, ° 

The alternative suggestions for modi- 
fying the double taxation of corporate 
and individual income by credits to cor- 


. porations for dividends paid or credits 


to individuals for dividends received 
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should be appraised, among other fac- 


tors, with respect to their effects on the. 
Though the” 


issues discussed above. 
. various forms of credits or exemptions 
are similar in their’ objectives, they 
would have different immediate influ- 
ences on the relative attractiveness of 
different forms of investment and on 
the compaarative costs of different 
forms of financing for business. Divi- 
dends-paid credits would increase net 


‘earnings after taxes, depending on dis- 


tributions of income. Indirectly, stock 
prices would presumably be increased 
because of the increase in earnings. 
Dividends-received credits, on the con- 
trary, would operate directly on inves- 
tors by changing the relative attractive- 
ness of different securities. The impor- 
tance of the credits would vary among 
individuals, depending on the rate of 
tax to which they were subject. 


. Dan Throop Smith, Ph.D., Boston, Massachusetts, is professor of finance at the 
Harvard University Graduate School o f Business Administration, having served in various 
capacities with Harvard University since 1930. He is author of severe works in the 


field of finance and taxation. 
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The Personal Income Tax and Business Enterprise 


By Goprrey N. NELSON 


Y SUBJECT deals broadly with 

the relation of Federal personal 
income taxes tọ, business enterprise. 
Two of the specific questions suggested 
in this regard will be considered to- 
gether: (1) How does the personal in- 
come tax affect initiative and invest- 
ment? (2) What principles should be 
followed in personal income taxation? 

These questions must necessarily be 
discussed in the light of past experi- 
ence with the income tax. 
sumes, as a premise, that the personal 
income tax does affect initiative and 
investment. I am in accord with this 
assumption and will proceed directly 
to a consideration of how such taxes 
hinder initiative and obstruct the for- 
mation of venture capital. 

Current income tax rates applicable 
to individuals are still on a war basis, 
despite the fact that the transition pe- 
riod from a war to a peace economy 1s 
now in its last stages. Although a 
token tax reduction was enacted in 
. 1947 and the split-income provision of 
husband and wife was adopted in 1948, 
with certain credits for percentage de- 
ductions from the tax, the rates re- 
main excessively high—-with a maxi- 
mum effective rate of 77 per cent. 


INCOME AND CAPITAL FORMATION 


Income is an essential element, if not 
-the most potent factor, in the forma- 
tion of capital. While some accumu- 


The first as- _ 


lated and current savings of individuals ` 


find their way into capital investment, 
the extent to which savings will be con- 
verted into risk capital investment de- 
pends largely upon the rewards and 
benefits held out to the investor. Thus, 
when a business venture is successful 


110 


and the earnings are taxed away, or 
when the venture is unsuccessful and 
the loss’ is unrecoverable, incentive to 
risk capital will naturally remain dor- 
mant. og 

While income is also essential to the 
private enterprise system, it is second- 
ary in importance to providing capital. 
The private enterprise system could 
not long endure, much less expand, un- 
less new capital were constantly being 
supplied. Moreover, to maintain the 
flow of income, to provide for’ a. con- 
stant and expanding employment, an 
ever increasing supply of new capital 
is necessary. New capital formation, 
therefore, is vital and essential to an 
expanding economy. 


Hicu Tax Rates DISCOURAGE 
BUSINESS EXECUTIVES 


Extremely high personal income tax 
rates are discouraging to highly paid 
business executives. They are fre- 
quently permitted, and sometimes en- 
couraged, to buy stock in the employer- 
corporation. But when taxes are high, 
the younger executive may be barely 
able to maintain his family on the plane 
of living expected of him by reason of 
his position. Therefore the income tax 
is an obstacle to his advancement. He 
has incentive to invest, but lacks the 
financial ability. 

Moreover, where the executive is de- 
prived, by reason of heavy income 
taxes, of the prerogative to accumulate 
a competency, he is also denied for the 
same reason the opportunity to employ 
his talents on his own account. In- 
stead, he is compelled under the cir- 
cumstances to sell his’ services for fixed 
compensation, with the expectation only 
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of such retirement pay or pension as 
his employer will afford him. ‘This ulti- 
mately leads to a reduced plane of 
living. 

Older executives, on the other hand, 
who have accumulated a competéncy 


. prior to the advent of high personal 


income taxes, can draw upon their 
savings, or capital, for deficiencies in 
“after-taxes” net income. They can 
look forward to retirement on an un- 
reduced plane of living. If no capital 
remains, the executive will probably 
defer his retirement as long as this is 
permissible. 

The . socially minded may say that 
the effects of high taxes are beneficial 
because they bring about early retire- 
ment of business executives. In prac- 
tice, this does not work out that way. 
Successful executives are not ordinarily 
displaced as long as they perform effi- 
ciently. Nor-does management readily 


give up responsibility upon reaching re- 


tirement age. The executive without a 
competency is likély to remain in his 
position in order to retain his income 
so as to continue the living standard to 
which he has been accustomed. High 
taxes, therefore, defeat one of the main 
purposes sought by employer retire- 
ment plans. 


SAVINGS AND RaTES OF TAXES 


While savings have been reported to 
be plentiful, the portion thereof which 
has gone into risk capital has been 
grossly insufficient to attain a con- 
stantly expanding economy. However, 
in the absence of statistics as to the 
relative amount of savings of taxpayers 
in the various income tax brackets, 
there is no dependable indicator by 
which to ascertain savings behavior ac- 
cording to bracket classification. 

Changes in tax rates naturally affect 
the amount of savings in. the lower as 


well as in the middle and higher brack- 
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ets. It has been assumed, however, by 
those familiar with the use of statistical 
data on this subject, that changes in the 
tax rates of the lower and middle brack- 
ets do not substantially affect savings, 
this being due to the fact that the in- 
come of such taxpayers is mostly used 
for the purchase of necessities which 
are more or less constant. | 

In the upper brackets, however, the 
situation is recognized as being differ- 
ent. In the tax brackets carrying rates 
of 50 per cent and over, the savings are 
likely to represent fairly regular por- 
tions of the taxpayer’s income after the 
payment of current expenses and in- 
come faxes. ; 

But this would not generally apply 
to taxpayers in the highest brackets. 
It has been my observation that tax- 
payers who have paid effective rates of 
75 per cent or more were required to 
draw upon capital in order, to defray 
family and personal expenses, with 
little if anything left to make sav- 
ings. ‘Taxpayers in this class have been 
gradually “liquidated” by the income 
tax, excepting those who were able to 
make capital gains by which to replen- 
ish used-up capital. 


Peron 1913 Turoucw 1920 


Income taxation dates back to March 
1, 1913, when the Sixteenth Amend- 
ment to the Constitution became effec- 
tive. The initial “normal” individual 
tax rate was 1 per cent on net incomes 
starting at $4,000, with a graduated 
additional tax or “surtax” of 1 per cent 
on incomes of $20,000 to $50,000; 2 
per cent on $50,000 to $75,000; 3 per 
cent on $75,000 to $100,000; 4 per 
cent on $100,000 to $250,000; 5 per 
cent on $250,000 to $500,000; and 6 
per cent on the excess over $500,000. 
This scale was indeed a modest begin- 
ning for a tax which would in a few 
years thereafter reach confiscatory pro- 
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portions. Personal exemptions -were 
$3,000 for a single person and $4,000 
for a married couple. 

The first amendment, enacted in 
1916, made the normal tax rate 2 per 
cent; the surtax rate on incomes of 
over $500,000 was increased from a 
maximum af 6 per cent to 13 per cent 
on incomes over $2,000,000. Personal 
exemptions remained unchanged. 

In 1917, during the First World War, 
the individual normal tax rate was again 
doubled, becoming 4 per cent, and sur- 
tax rates were made to range from 1 
per cent to a maximum rate of 63 per 
cent, effective as. to incomes of over 
$1,000,000. The 1918 Revenue Act, 
enacted on February 24, 1919, retro- 
active to January 1, 1918, increased 
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they divested themselves of high in- 
comes. . 

During the five-year period 1916 
through 1920, when the peak rates 
rose from 13 per cent to 65 per cent, 
the number of taxpayers reporting in- 
comes of over $300,000 fell from 1,296 . 
to 395, and the amounts reported by 
them descended from $992,972,986 to- 
$246,354,585, as shown by the Treas- 
ury’s Statistics of Income set forth in 
Table 1. 

To those who doubt that the volume 
of income of taxpayers can be con- 
trolled by them, these figures will ap- 
pear incredible. Whether these tax- 
payers relinquished their efforts in the 
production of earnings or switched their 
investments into tax exempt or partly 


TABLE 1—PERSONAL INCOME Tax Returns, 1916-20 


Year 
1916 $6,298,577,620 — 
1917 13,652,383,207 
` 1918 15,924,639,355 
=" 1919 19,859,491 ,448 
1920 


23,735,629,183 


Total Net Income Reported | No. of Returns over $300,000 


Net-Incomes over $300,000 


1,296 $992,972,986 
1,015 _ 731,372,153 
627 401,107,868 
679 440,011,589 
395 246,354,585 





the normal tax to 6 per cent on the 
first $4,000 and to 12 per cent on the 
remainder. Surtax rates were increased 
by 1 per cent in most of the brackets, 
reaching a maximum rate of 65 per cent 
on incomes over $1,000,000. 


Thus in a period of six years, under - 


pressure of a war emergency, the peak 
rate of the surtax rose from 6 per cent 
to 65 per cent. Resentment against these 
precipitously high tax rates showed itself 
within this short period of time. In 
spite of steadily increasing productivity 
and national income, many. taxpayers in 
the higher brackets managed to take 
themselves out of the higher brackets 
either by fergoing earnings or by chang- 
ing the form of their investments. 
Gradually and steadily, year after year, 


tax exempt securities, they deliber- 
ately and purposefully reduced their 
incomes so as to obviate the income 
tax. 

In further proof of the deliberateness 
of action on the part of this class of 
taxpayers, we shall see that in the next 
decade, when tax rates were substan- 
tially reduced, the opposite happened, 
and taxpayers in these high brackets 
multiplied in numbers. 


Perron 1921 THroucu 1930 


The maximum surtax rate for years 
1921, 1922, and 1923 was 50 per cent, . 
starting at incomes of $200,000. The 
normal tax rates remained at 4 per cent 
and 8 per cent. For 1923, however, 


there was a 25 per cent credit or re- 
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fund, enacted in the 1924 Revenue Act. 
For 1924 the entire table of surtaxes 
was reduced to a top rate of 40 per 
cent, effective at $500,000. For 1925 
and succeeding yedrs through 1931, 
there was a very substantial reduction 


throughout the surtax table, with a` 


maximum rate of 20 per cent, accom- 
panied by reductions in the normal tax 
to 1.5 per cent on the first $4,000, 3 
. per cent on the second $4,000, and 5 
per cent on the excess over $8,000, ex- 
cept that the normal taxes for 1929 
were 2 per cent up to $4,000 and 4 per 
cent on the excess over that amount. 
In the second half of the 1920’s, 
when the peak surtax rate was 20 per 
cent, the statistics of income prove that 
under the reduced surtax rates both the 
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in a substantial way refrain from being 
taxed in the higher brackets. 

If taxpayers can thus reduce and in- 
crease their incomes according to rates 
of taxes imposed, they can also influ- 
ence the national income by their wil- 
lingness or unwillingness to promote 
industrial activity. Denying considera- 
tions of legerdemain and accidental 
cause and effect, we are nevertheless 
confronted by -evidence that in the 
first half of the 1920’s the relation of 
the national income was inverse to the 
individual surtax rates; the national 
income rose as the surtax rates were 
reduced, as shown in Table 3. . 

Following the first postwar depres- 
sion, in 1921, the tax laws were fa- 
vorable to an industrial expansion. 


TABLE 2-—PERSONAL INCOME Tax RETURNS, 1924-29 


Year 

1924 $25,656,153,454 
1925 - 21,894,576,403 
1926 21,958,505,649 
1927 22,545,090,553 
1928 25,226,326,912 
1929 


24,800,735,564 


Total Net Income Reported | No. of Returns over $300,000 


Net Incomes over $300,000 


774 $ 485,685,206 
1,578 1,089,598,032 
1,591 1,152,489,281 
1,988 1,409,929, 162 
3,250 2,443,625,038 
3,130 2,510,205,425 





number of returns of taxpayers in the 
upper brackets and the amounts of.in- 
come reported by them substantially 
increased. For the years 1924 through 
1929 the total net income reported by 
all individual taxpayers, the number of 
returns reporting net income of over 
$300,000, and the aggregate net income 


reported by them are shown in Table 2. | 


This inverse ratio shown by the fall- 
ing off of upper bracket taxpayers un- 
der increasing rates (years 1916 through 
1920) and by an increasing number of 
such taxpayers under lower rates (years 
1924 through 1929) presents conclu- 
sive proof that under the higher surtax 
rates the income of taxpayers in the 
upper brackets diminishes so much as 
to evidence the fact that taxpayers can 


The economic dislocations growing out 


of the First World War, however, were 


still to be reckoned with. Induced by 
a combination of circumstances, the 
second depression started in the securi- 
ties market in 1929. Although history 
tells us that all major wars have been 
followed, after varying intervals, by se- 


TABLE 3—RELaATION oF NATIONAL INCOME 
TO INDIVIDUAL SuRTAX RATES, 1921-25 


Peak Rates 
Individual 
Surtax 
Plus Normal 
Calendar National ax 
Year ; Income (Per cent) 
1921 $58,271,000,000 _ 73 
1922 61,187,000,000 58 
1923 69,295,000,000 58 
1924 71,905,000,000 46 
1925 76,561,000,000 25 
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vere business recessions, I believe that 
our tax laws played.an important part 
in prolonging and intensifying the de- 
pression. 


- 


Years 1931 THROUGH 1940 


The 1930’s entered with gloomy fore- 
bodings, all of which materialized. 
When the crash occurred, the Secretary 
of the Treasury recommended that the 


normal income tax rates and the cor- - 


‘poration tax be reduced with a view to 
giving new impetus to business. The 
unsound capital loss provision had a 
catastrophic effect on the government 
revenues, resulting’ in heavy national 
deficits. . 

While the Revenue Act of 1932 made 
no change in the normal taxes, the sur- 
tax rates were raised to a maximum of 
55 per cent, effective as to income in 
excess of $1,000,000. These advances 
having little appreciable effect on the 
revenues, the surtax rates were again 
increased, in 1934 to a maximum of 59 
per cent and in 1936 to 74 per cent, 
these rates being retained for 1937, 
1938, and 1939. For 1940 the low and 
high surtax rates remained unchanged, 
but the intervening rates on incomes 


between $5,000 and $100,000 were sub- - 


stantially increased. 

For the most part:the 1930’s can be 
denominated a depressed decade. Ex- 
perimentation in taxation prevailed. 
Advocates of a planned economy had 
their own way in a major degree. 
Emergencies and scarcitles were cre- 
ated almost at will, but without lasting 
economic benefit. Appearances of re- 
covery came and went, but unemploy- 
ment persisted. The mistaken theory 
of overproduction, attributed to. tech- 
nological growth in an overexpanded 
economy, discouraged venture capital 
and destroyed confidence in the whole 
economic structure. New risk capital 
became scarce, barely obtainable. 
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When the government officials were 
searching for economic processes by 
which a return to prosperity could 
be synthetically or otherwise brought 
about, when a growing national’ debt 
was considered a blessing, when it was 
sought to fix annual salaries of busi- 
ness executives at a maximum of 
$25,000, this’ new school of thought 
conceived the idea that full employ- 
ment could be accomplished by legis- 
lative control. Unfortunately some of 
these concepts still prevail. . The propo- 
sition that only production and more 
production could lead to employment 
and prosperity was refuted as classical 
and, outmoded economics. That vast 
amounts of risk capital were needed. to 
supply the mechanism necessary to 
make more production possible was re- 
garded as promoting a continuance of 
the period of speculation in industrial. 
securities. 

By force of penalty taxes, tax laws 
compelled the distribution of earnings 
by small as well as large business con- 
cerns. Some struggling concerns, hav- 
ing small working capital, were forced 
to pay dividends by issuing promissory 
notes in order to avoid such penalties, 
many of these notes remaining unpaid 
for years thereafter. Infant industries 
were denied the privilege of plowing 
back their earnings into increased pro- 
duction, and thus expansion of indus- 
trial ‘enterprisé- under these penalty 
taxes became practically prohibitive. 

In many cases corporations with defi- 
cits were penalized for not distributing 


‘current earnings in spite of state laws 


or contracts prohibiting them from 
making distributions. Many corporate 
taxpayers were put to the necessity of 
defending their position and some were 
relieved only after protracted litigation. 

Unquestionably this hostility to busi- 
ness in the 1930’s has seriously and 
permanently deterred investors and 
those with savings from going into busi- | 
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- ness or otherwise risking their capital 
in business enterprise. 


Years 1941 THROUGH 1948 


There can be no criticism of the high 
. tax rates imposed during the Second 
World War. Since the cessation of 
hostilities, however, there has been 
little disposition on the part of the 
administration to return to a rational 
peacetime scale of personal income taxes. 


. Except for the fact that the corporate — 


excess profits tax was promptly re- 
pealed, there has been little relief from 
war taxes. The general adoption of the 
marital deduction was merely a na- 
tionalization of the community prop- 
erty privilege—splitting of income be- 
tween husband and wife—previously 
enjoyed only by a “minority of the 
states. : 

While the reduction of taxes will not 
in itself assure a conversion of savings 
into equity capital, tax reduction should 
help to reverse the present tendency 
‘ which is away from equity financing. 
Financing of big business has been defi- 
nitely in the direction of bonds and 
long-term loans, much of such capital 
having been furnished by financial in- 
stitutions. From a taxpayer’s point of 
view, this form of financing has distinct 
advantages over equity financing in 
that interest is deductible from income 
and the prevailing rates are low. 


SPECIAL CONSIDERATION FOR 
SMALL BUSINESS 


Small business is greatly handicapped 
in any period of prevailing high taxes. 
Entrepreneurs are reluctant to assume 
the risks that must be taken in starting 
a new business, under heavy tax loads. 
Since the small, growing business must 
depend for expansion more upon re- 
tained earnings than upon outside capi- 
tal, pressure should not be brought to 
bear on new concerns by way of penal- 
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ties for accumulating earnings. Some 
plan by which egpanding businesses 


may be permitted to grow should be 


worked out, even if they be granted 
some form of equitable exemption. 

In view of the fact that the current 
recession has brought about a compara- 
tively larger percentage of failures. 
among small businesses than at any 


. other time since the termination of the 


war, .some concrete action should be 
taken by way of tax relief to help the 
smaller concerns to remain in business 
and to expand. 

Three things are essential for, the 


preservation and continued expansion 


of the private enterprise system: the 
creation of small businesses must be 
encouraged so that small business can 
become big business; more realistic ~ 
methods for the equitable distribution 
of the tax burden must be found; and 
new workable methods for the encour- 
agement of capital formation must be 
devised. 

We must recognize that taxation can 
be used either to promote or to retard. 
risk-capital investments; that high tax 
revenues, even at low rates, can be 
achiéved by maintaining high produc- 
tion; that financial stability results 
from the expansion of national produc- 
tion and not from the imposition of ex- 
cessive tax rates. What we need most 
of all is the realization that the eco- 
nomic welfare of this Nation can be 
best served by providing an ample sup- 
ply of risk capital. 


Dousre TAXATION 


Although for legal purposes we rec- 
ognize corporations as separate entities, 
in point of ownership we should also 
recognize that corporate equities be- 
long to the individual shareholder. On 


the latter premise, corporate income is 


subjected to two normal taxes and two 
surtaxes—the normal tax of the cor- 
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poration and that of the individual, 
and likewise the surtax of the corpora- 
tion and that of the individual. 
to the extent that corporate’ earnings 
are distributed, such earnings are sub- 
- jected to double taxation. 

Unquestionably, double taxation of 
. dividends has materially helped to de- 
stroy the attractiveness of equity in- 
vestments. This policy of discrimina- 
tion during the last two decades has 


had a most discouraging effect on the 


attitude of investors of venture capital. 

If private enterprise is to be fairly 
and equitably served, income therefrom 
should be taxed but once. Probably no 
change in the taxing policy would tend 
more to stimulate the investment of risk 
‘capital. Moreover, by reason of.double 
taxation, equity capital in our eco- 
nomic structure now assumes an unwar- 
ranted and much greater risk of loss 
than any other form of capital invest- 
ment.. This order should be reversed. 
Instead of placing a penalty on the 
fruits of: venture capital investment, 
. inducements should be made to com- 
pensate more liberally those who are 


Thus 
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willing to risk their savings in produc- 
tive enterprise. ` 


CONCLUSION 


The current recession in business and 
the return to deficit financing should 
awaken government officials and the 
Congress to the fact that financial sta- 
bility is to be found only in taxation 
measured in terms of a reasonable pro- 
portion of the national production; 
that any other approach to raising reve- 
nue is unintelligent and economically 
unsound, 

In respect of tax rates, we must rec- . 
ognize that inordinately high rates not 
only destroy incentive to invest in new 
enterprise, but discourage incentive to 
work. If the free enterprise system is 
to be maintained, I believe it is neces- 
sary to reduce the present maximum | 
effective rate of 77 per cent to 50 per 
cent, this limitation. to apply only in _ 
time of peace. Such restriction would 
tend to assure greater availability of 
new equity capital and thus make it 
possible for production to keep pace 
with our growing population. 
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The Personal Income Tax and the Economy 


By Howarp R. BOWEN 


HE United States is dedicated to 

the task of operating successfully 
an economy which we like to charac- 
terize as “the free enterprise system,” 
or “capitalism.” During the past cen- 
tury or more we have become increas- 
ingly concerned with certain major 
problems that have arisen in connec- 
tion with this kind of economic system. 
Among the more important of these 
problems have been: (1) tendencies 
toward mondpoly and undue concen- 
tration of economic power, (2) waste- 
ful use of land and other, natural re- 
sources, (3) discordant relations be- 
tween management and labor, (4) 
periodic unemployment or depression, 
and (5) a distribution of income that 
is widely regarded as inequitable. 

‘In our efforts to cope with these prob- 
lems, we have introduced a long series 
of legislative and inStitutional changes 
ranging from free public education, 
antitrust laws, and public utility regu- 
lation’ to social security, labor legisla- 
tion, and control of atomic energy. 
Taken together, these institutional in- 
novations have greatly modified the 
capitalistic system. They have pro- 
foundly changed the character of the 
economic process. They have influ- 
enced the level of employment, the 
composition of our national product, 


. and the distribution of that product 


among income recipients. 

Perhaps the most revolutionary of 
these institutional changes has been the 
personal income tax. This is a re- 
markable device by which it is possible 
to vary the distribution of income in 
any desired way merely by adjusting 
the schedule of rates and exemptions 
and modifying the definition of income. 


The revolutionary significance of the 
personal income tax has not been fully 
appreciated because of the circum- 
stances under which it was introduced 
and developed in this country. 


EVOLUTION OF THE PERSONAL 
INCOME TAX 


Our first Federal tax on personal in- 
come was imposed during the Civil 
War. Although rates were low, at 
least by present standards, the tax was 
unpopular and was removed in 1872. 


‘With the attitudes of that period, the 


income tax could be tolerated as a war 
measure but could not be accepted 
gracefully in peacetime. 

In 1894 a second Federal income tax 
was enacted. The purpose of this tax 
was to provide revenue so that tariffs 
might be reduced. The debate between 
the advocates of a high tariff and the 
proponents of the income tax was bitter. 
The income tax law as finally adopted 
was subjected to so many amendments 
that it was no longer enthusiastically 
supported even by its earlier propo- 
nents. Before the law was actually in 
operation, it was declared unconstitu- 
tional by the Supreme Court on the 
ground that it was a direct tax and 
therefore subject to apportionment 
among the states on the basis of popu- 
lation. 

But increasing popular support for 
the idea of an income tax and against 
excessive reliance on the tariff as a 
source of revenue led to the adoption 


.of an amendment to the Constitution 
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in 1913 which declared: 


The Congress shall have power to lay 
and collect taxes on incomes, from what- 
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ever source derived, without apportion- 
ment among the several states, and with- 
out regard to any census or enumeration. 


The way for this amendment had 
been cleared by the earlier adoption of 
the personal income’ tax, with gradu- 
ated rates, in. several European ‘coun- 
tries. Potential opposition” was dis- 
armed also by the general belief that 
rates would be relatively moderate. In 
- fact, the arst Federal personal income 


tax law, enacted in 1913, provided ex- . 


emptions of $3,000 for a single person 
and $4,000 for a married person, a 
normal tax rate of 1 per cent, and sur- 
taxes from 1 to 6 per cent. 

Scarcely had this tax been adopted 
when the United States entered World 
War I, and the need for revenue be- 
came suddenly acute. Under the finan- 
cial requirements of war, the country 
had its first exposure to the full impli- 
cations and possibilities of the new tax. 
At the height of World War I, exemp- 
tions were lowered to $1,000 for a 


single person and’$2,000 for a married. 


person; the normal tax was set at 6 to 
12 per cent, and the surtax from 1 to 
65 per cent. This great and sudden in- 
crease in the burden of the tax was ac- 
cepted as a necessary, proper action to 
meet a war. emergency. It was as- 
sumed that with the end of hostilities, 
something like the prewar rates would 
be restored. True, after the war, rates 
were réduced. But they were never 
lowered to anything like the prewar 
level. At the low point during the in- 
terwar years (1929), exemptions were 
$1,500 for a single person and $3,500 
for a married person, the normal tax 
was 114 to 4 per cent, and the surtax 
1 to 20 per cent. . 


With the coming of the Great De- 


pression and the New Deal, the Fed- 
eral income tax was steadily increased, 
and also: many state governments en- 
tered the field—following the lead of 
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Wisconsin and a few other states which 
had enacted income tax laws earlier. ` 
With the entry of the United. States 
into World War II, the personal in- 
come tax and its companion, the cor- 
porate income tax, were relied upon for 
the major share of Federal taxes. And 
since the war, with the continuing 
heavy burden of governmental expendi- 
tures, the personal income tax has re- 
mained as a major revenue source at 
rates which are enormously high by 
any prewar standard. . The total reve- 
nue raised from this source ih. 1948-49 
was nearly 10 per cent of the total na- 
tional income payments to individuals, 
or about one-third of our total public 


revenues (Federal, state, and local)... 


THE Income ‘Tax AND EQUALITY 


The great increase in the relative im- 
portance of the personal income tax oc- 
curred primarily during World: Wars I 
and II, under emergency conditions. 
Nevertheless, the personal income tax 
has become a permanent feature and a 
major element in our peacetime reve- 
nue system. That this could be.so is 
due to the fact that the tax is essen- 
tially popular and that it conforms to 
widely accepted standards of equity and 
propriety in the distribution of the tax 
burden and of income. f 

Our values and attitudes toward in- 
come distribution have changed pro- 
foundly over the past century. In- 
creasingly, w2 question the social and 
economic desirability of the kind of 
income distribution that is inherent 
within unmodified capitalism. The per- 
sonal income tax has fitted perfectly 
with these changed values. It has pro- 
vided a mechanism by which the dis- 
tribution of income could be altered 
according to these changing attitudes. 
Today, the personal income tax—at 
steeply graduated rates—is accepted as 


‘just and proper by almost all groups 


within the population. Considering the 
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height of present rates, one is sur- 
prised that there is so little complaint. 
The only serious issue—except for a 
small but vocal minority-~is whether 
the rates shall be a little higher or a 
little lower. Almost no one questions 
the desirability of this kind of tax. 

Seldom in the history of the world 
has a major and revolutionary reform 
been so universally accepted in so short 
a period of time and with so little con- 
flict. The history of the personal in- 
come tax should give us considerable 
confidence in the ability of a democratic 
people to accomplish social change by 
evolutionary processes and -without ré- 
course to the bloodshed and social dis- 
organization that some would make us 
believe are necessary. : 


TECHNICAL ARGUMENTS FOR THE TAX 


The personal income tax has received 
not only popular support, but also the 
approval of economists and students 
of taxation. The technicians have fa- 
vored the tax for four ‘main reasons. 
First, they argue, the personal income 
tax is less likely than most other taxes 
to be shifted; therefore, its social and 
economic effects can be more accurately 
predicted and controlled. 


Second, since the personal income tax - 


is relatively nonshiftable, the impact is 
felt directly by the persons: upon whom 
it is levied; these persons are therefore 
better able to evaluate the services they 
receive from government in relation to 
the costs involved, and are therefore 
enabled to exercise more intelligent citi- 


` zenship. 


Third, the personal income tax is 
highly. useful in connection with com- 
pensatory fiscal policy, because it is 
readily flexible; the revenues of the 
government may be quickly adjusted 
upward or downward merely by chang- 


` ing exemptions and rates. 


Fourth, the graduated personal in- 
come tax may help to lessen the im- 
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pact of future depressions. This tax 
tends to reduce the rate of saving be- 
cause its burden is relatively heavier 
among those classes whose incomes are 
large enough to provide surpluses for 
saving. ‘Fherefore, the tax tends to 
mitigate the problem of disequilibrium 
between saving and investment. 


INCENTIVES 


Although there is widespread popular 
and professional acceptance of the per- 
sonal income tax, one major issue re- 
mains; namely, the effect on incen- 
tives when the tax is levied at high and 
steeply graduated rates. Unfortunately, 
almost, nothing is known about the ef- 


‘fects of a graduated personal income 


tax on the willingness of people to: 
work, to assume responsibilities, and to 
accept risks. 

Persons in the higher brackets often 
complain that the tax deters them from 
putting forth their best or fullest ef- 
forts. Instances are frequently cited of 
men who prefer lower salaries with 
smaller responsibilities to higher sala- 
ries with greater responsibilities; or of 
self-employed persons who “go fishing” 
after their income for a given year has 
reached the upper limit of a given tax 
bracket; or of ‘individuals who decide 
not to go into business for themselves 
because Uncle Sam would take part of 
the profits if they should bé successful; 
or of investors who prefer not to buy 
equity securities In a new corporation 
because the prospective return after 
taxes would not -justify the risks. 

These examples of the incentive ef- 
fects of a‘steeply graduated personal 


income tax are plausible, and should 


be taken into.account in setting the rate 
schedule. For example, it is obvious 
that a tax rate of 100 per cent on a top 
bracket of: income would dampen in- 
centive. Few men will undergo addi- 
tional effort or will accept additional 
risks and responsibilities if the reward 
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would go entirely to Uncle Sam. Simi- 


larly, as rates approach 100 per cent, 
the retarding effect: must surely be over- 
whelming in many cases. Thus, in set- 
ting a rate scale, it is prudent to temper 
considerations of distributive justice 
with regard for the maintenance of ade- 
quate incentives to persons in the higher 
brackets—some of whom are the most 
imaginative and productive elements in 
our economy. °° 

- On the other hand, the incentive 
argument can be overworked. Within 
recent years, present income tax rates 
have been frequently and somewhat ir- 
responsibly attacked on grounds that 
they stifle incentive, initiative, and pro- 
ductive effort. Although a few isolated 
_ instances are cited, the deterrent effect 
of these rates is by no means self-evi- 
dent. During the very period in which 
the allegedly excessive rates have been 
in effect, the number of new businesses 
established has been at an all-time 
high; the rate of new capital formation 
has been beyond anything in our his- 
tory; the competition among business 
executives for promotion to top posi- 
tions is fully as great as it has ever 
been; the appearance of new products 
and the adoption of new methods of 
production have been rapid; the rate 
of' over-all economic activity has never 
‘been greater; and there is little observ- 
able tendency for businessmen to retire 
in advance of the normal retirement 
age. As a matter of fact, it is more 
common for leaders of industry to suf- 
fer coronary attacks—-presumably from 
overwork produced by an excess of in- 
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centive—than it is for them to let down 
because taxes are too high. _ 
Incentives must be considered in set- 
ting a schedule of graduated rates, but 
they need not be overstressed. There is 
no formula for achieving the most de- 
sirable balance between considerations 
of distributive justice and considera- 


tions of incentives. 
ki 


CONCLUSION 


‘The.-graduated personal income tax, 
although a highly revolutionary innova- 
tion, has been thoroughly assimilated 
into our tax system as the leading 
source of income. In setting the rates 
for the tax, we are faced with possible 
conflict between the objective of dis- 
tributive justice and the objective of 
maintaining adequate incentives. There 
are no clear criteria for deciding either 
what is a goad distribution of income or 
what conditions are necessary for main- 
taining adequate incentives. Therefore, 
our basic decisions about the income 
tax must be made in terms of broad 
common-sense judgments based on our 
growing. experience. At present, the 
evidence suggests that existing rates 
conform reasonably to our concepts of 
distributive justice, and that the deter-. 
rent effect of these rates on incentives 
is probably not serious. ‘Therefore, no 
drastic reform of the tax is called for 
on economic grounds. If and when 
revenue reductions are possible, per- 
haps taxes other than the personal in- 
come tax should be given priority for 
reduction. = 
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How to Improve Income Tax Administration 


By J. K. 


Y JOB here is to comment on 
the difficulties today encountered 
with Federal income tax administration 
-—and what we can do about them. 
The task is simplified because some 
forty-five experts participated in a con- 
ference recently, under the auspices of 
the Tax Institute, Inc., to discuss that 
subject. It is also easier made because 
we have the benefit of a 1948 investiga- 
tion of the Bureau of Internal Revenue 
by a distinguished advisory group ? act- 
ing for the Congress. I propose here to 
act as a reporter, describing the current 
scene found by these two groups. 
Alfred G. Buehler presented the 
broad problem before the Tax Institute 
symposium this way: 


It is well known that the determination 
of taxable income is often an arduous proc- 
ess, and that success demands the intelli- 
gent and hearty co-operation of the tax 
officials and the taxpayers. Of the modern 
taxes the income tax is often regarded as 
the most equitable, but also the most 
complicated. The services of accountants, 
economists, attorneys, and other tax ex- 
perts, as well as of the courts, may be re- 
quired to reach a reasonably satisfactory 
determination of taxable income.- More- 
over, because the tax rates are high and 
many millions of taxpayers are involved, 
the game of tax-dodging has become more 
popular, and in certain respects tax ad- 
ministration has become more difficult. 

Evidence of the greater urgency of tax 
administration problems may be found in 
-the continuing complaints of the taxpayers 
that income tax administration is encum- 


1The complete material is published by the 
Tax Institute, Inc., New York, in a volume 
called Income Tax Administration. 

2A copy of this report can be obtained by 
addressing the Joint Committee on Internal 
Revenue Taxation, Washington, D. C. 
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. bered with red tape; that the tax officials 
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are frequently more interested in collect- 
ing revenue than in determining taxable 
income accurately; that the taxpayers are 
too heavily burdened with responsibilities 
in justifying necessary deductions and 
other items affecting taxable income; that 
income tax administration is not uniform 
among taxpayers and areas; that the 
administrative personnel is inadequate in. 
quality and sometimes in quantity; that 
initiative and investment are restricted by 
fears of arbitrary and unreasonable deter- 
minations of tax liabilities; and so on. 

On the other hand, the tax administra- 
tion charges many taxpayers with a failure 
to co-operate, with efforts at evading taxes, 
and with other practices that make tax 
administration more difficult. It is also 
said that insufficient funds are available 
for adequate income tax administration, 
and that despite the complaints of tax- 
payers the administration of income taxes 
has improved. Some of these charges and 
countercharges are no doubt the inevitable 
concomitants of employing income taxes, 
with their inherent complications. But it 
seems apparent that income tax adminis- 
tration can be improved in various re- 
spects, as suggested by recent studies, and 
the recent tendency of tax officials and 
taxpayers to come together and discuss 
their common problems.® 


Just WHAT Is THE TROUBLE? 


The most equitable and most care- 
fully devised tax law will operate in 
an inequitable manner if inefficiently or 
unfairly administered. 

Whether unsatisfactory administra- 
tion be due to inadequate funds, care- 
lessness, improper staffing, or deliberate 
intent, it vitiates the law and it vic- 
timizes some citizens while offering an 


8 Alfred G. Buehler in Income Tax Admin- 
istration, p. v. 
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unfair advantage to others. It pro- 
duces unfair competition and thereby 
impairs the economy. A rankling sense 
of discrimination as between taxpayers 
may be far more corrosive of taxpaying 
morale than high tax rates. Moreover, 
as tax rates increase, any injustices 
arising from uy administration are 
magnified. 

Organized taxpayer groups sometimes 
complain about Federal delays, ambigui- 
ties, uncertainties, frequent changes in 
interpretations, burdensome record keep- 
ing, administrative emphasis on imputed 
‘psychological intent of the taxpayer 
rather than his actual performance, 
relative disadvantages. of small business 
and individual taxpayers unable to af- 
ford expert advice and expensive litiga- 
tion, and a bullying attitude toward 
taxpayers. The taxpayer further suf- 
fers, not only in increased tax burden 
but also in injured morale, when other 
taxpayers are permitted to evade taxes. 

The Bureau of Internal Revenue, on 
the other hand, can point to its very 
considerable achievement in adjusting 
suddenly to the heavy demands of war- 
time revenue needs when collections in- 
creased from $5 billion to $42 billion 
in five years; in struggling to carry on 
a job that appears to be far greater 
than can be accomplished by the op- 


erating funds allotted to it; and in the . 


high record of zeal and integrity estab- 
lished by the staff. 

The Government and the taxpayer 
are going to have to live with each 
other for-a long time and in a very 
intimate manner. It is important that 
a-smooth working relationship be estab- 
lished between them. There is no real 
conflict of interest between the ad- 
ministrative official and the taxpayer. 
It is the responsibility of the adminis- 
trative official to collect from each tax- 
payer as expeditiously as possible the 
exact amount of tax obligation that is 
due under the law. It is no less to the 
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advantage of the honest taxpayer that 
this be done. Delays, uncertainty, fric- 
tion, and tax evasion are mutually in- 
jurious. 


SIMPLIFICATION SOUGHT 


High on the list of changes sought is 
simplification. It is the request that the 
Government attain rules and forms that 
will avoid employment of specialists 
and yet fully ensure uniform treatment 
for all taxpayers, help taxpayers in gen- 
eral to get always the lowest tax the 
law allows them, correct quickly tax- 
payer inaccuracies, and simplify every 
possible step. 

Simplification means many different 
things to many different people. For 
the great mass of taxpayers it means a 
return which is easy to fill out. Tax 
computations are often troublesome for 
people who are out of practice in arith- 
metic. Moreover, a multiplicity of in- 
come concepts, credits, and deductions 
makes for confusion. For some people, 
the confusion is due to the accounting 
and record keeping necessary before the 
return can be prepared. The mere re- 
cording and listing of deductions is 
complex for many taxpayers. For some, 
simplification means simpler language 
in the regulations and their underlying 
concepts. 

Simplification also has to do with 
eliminating thé conflict of administra- 
tive bodies. We now make all sorts of 
unemployment insurance, social secu- 
rity, withholding, income tax, state tax, 
and other forms that could well be 
concentrated into one or two forms. 
Our administrative machinery operates 
separately for each tax. The result is 
often duplication and waste of man- 
power. 

And _ simplification is particularly 
sought for business. Now it takes a 
couple of hundred volumes of tax lit- 
erature and a phenomenal memory to 
get anywhere near the process of treat- 
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ing many elements. Given a couple 
more years of regulations and decisions, 
the abundance will be overwhelming. 
Tax help for business often needs no 
. wholesale revision of the law. The 
Commissioner of Internal Revenue has 
wide enough powers to do much of a 
badly needed job. For example, it is 
he that designs an intricate embroilment 
used as a tax form by business, and 
that insists upon completion of each 
line in a lengthy arrangement. It is he 
that begins and ends a lot of other con- 
fusions that so disturb the little fellow. 
He tells him what detailed records he 
must keep, how to run his accounting 
system, what income is to be included, 
and what deductions he may take. 
And he can evoke heavy penalties for 
even comparatively minor infractions. 


LEGAL LABYRINTH 


The absurd thing about Federal taxes 
is that all taxpayers are presumed to 
know the law. Yet not even the most 
learned experts presume to understand 
the complexities. The courts grapple 
with it, and judges differ among them- 
selves. The result is often uncertainty 
and confusion. Planning ahead, so es- 
sential for business, with full knowl- 
edge of the tax implications of trans- 
actions is often impossible. ‘Yet every- 
body is presumed to know the law. 

One plan is that the Treasury should 
get the best advertising man it can 
find to make all the rules and forms in 
simple, readable, pleasant, step-by-step 
style. The tax forms the small busi- 
nessman has to fill out are just too 
much for him. ‘They are too compli- 
cated and too lengthy. The tax forms 


and instructions -should be made as- 


simple as A, B, C. They are all the 
law a small businessman can read. He 
should not be saddled with a cumber- 
some, Chinese-puzzle type of tax re- 
port. Better yet, we might let the 
small businessman use his accountant’s 
report, or the statements he gives his 
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bank and credit grantors, ‘as a tax 
return. It took considerable time and 
effort to get the Treasury to give us 
the present simplified system for the 
salaried taxpayer. All he does, in ef- 
fect, is to sign his name to a small 
sheet. If we apply some common sense 
to the job, we can produce almost the 
same system for the benefit of the 
corner grocery store. 

Another hope is that our Government 
will show the tax forms to tax prac- 
titioners before they get into print, so 
that we can try them out on our friends 
and report reactions. 

Other points require attention. For 
example, all of us now are required to 
file burdensome information-at-source 
reports. Common sense ought to gov- 
ern what we need—especially when non- 
compliance may bring down punishment 
for the little taxpayer. An example is 
the requirement that if $600 in fees is 
paid to a lawyer, it must be reported. 
Failure to do so can land you in jail. 

One of our real difficulties is inability 
to get quickly advance Treasury state- 
ments concerning business plans and 
business commitments. The result is 
unreasonable restraint on expansion. It 
would be a glorious feather in the cap 
of the administrators if they found some 
mechanisms by which business could: 
write up its problem in simple, nontech- 
nical fashion whenever the spirit or a 
transaction required a decision; present 
it to sympathetic Treasury experts; and 
secure a binding agreement upon the 
business and the Treasury—provided 
there had been a full statement of facts 
to the Treasury. The present process 
to get rulings and advance commitments 
is much too slow and technical. The 
administrator ought to regard himself 
as an adviser to business and an aid to 
its expeditious movement in proposed 
changes, ` l 

Some urge that we should start again 
a good Treasury Bulletin reporting rul- 
ings of all types, so as to eliminate the 
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great: secrecy and its inference of pos- 
sible favoritism. We also need to pub- 
lish all internal memorandums now 
issued on policy matters, instead of hid- 
ing them for agent inspection only. 


RULINGS CONTRARY TO ACCOUNTING 
METHODS 


it would be helpful if we could get 
a better co-ordination with accounting 
groups before so many strange account- 
ing rulings are issued. We need to 
stop rulings inconsistent with recog- 
nized, accounting principles. Perhaps 
a joint committee could be set up 
formed by the Bureau of Internal Reve- 
nue and tax men for discussion of tax 
accounting rulings before they are put 
into effect. . 

One of our enormous difficulties, 
greatly complicating our tax reporting, 
is the willingness of the Bureau to per- 
mit great distortion of tax accounting 
from accepted business practices. The 
law provides a simple rule.: The net 
income is generally to be computed in 
accordance with the method of ac- 
counting regularly employed in keep- 
ing the. books. But the Government 
and the courts have gone astray in a 
great: many directions, entirely because 
of interpretations by technicians who 
have.never kept books and do not un- 
derstand them. One point will illus- 
trate: this. 

Courts have held that income re- 
ceived in advance, even though there is 
involved a continued obligation to per- 
form services and incur expenditures 
over a period of time in order to earn 
the income, is nevertheless taxable in 
the year of receipt. That view is con- 
tinued despite its abuse of generally ac- 
cepted accounting principles and the 


accounting methods consistently em- . 


ployed. These normally call for de- 
ferment of the reporting of that type 
of income until the period or periods in 
which it is earned by the rendering of 
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the services and the incurring of re- 
lated expenditures. 

Our decisions have created all sorts 
of absurd tax results. They apparently 
hold subject to tax: advance payments 
or deposits (other than amounts re- 
ceived as loans); deposits received for 
safekeeping; amounts received as ‘se- 
curity for contract performance; and 
generally all advances: 

_Even.if there is no real net income 
for the year—in the accounting sense; 

Even though their ultimate disposi- 
tion remains to be determined; 

Even if the amounts received may be 
refunded or transferred, or may even- 
tually represent payment for services 
to be rendered in a later year, and the 
cost of which must be incurred or paid ` 
in a later year; 

Even if the method actually antici- 
pates income and under fluctuating . 
business conditions materially and dan- 
gerously distorts the showing of annual 
income. ` 


DEDUCTION OF PERSONAL EXPENSES 


A good deal of simplification for the 
smaller taxpayer is possible in -forms, 
instructions, and regulations. Much, 
too, can be said for fair dealing with 
expenses incident to the earning of per- 
sonal incomes. We now freely allow 
business deductions for costs of secur- 
ing income, but find all sorts of ways 
to deny the same procedure to indi- 
viduals. Some twenty-five years of tax 
administration has built up government 
traditions and a host of decisions that 
fail to recognize the ordinary, neces- 
sary expenses of earning individual in- 
comes. We need recognition of un- 
justifiable discriminations against one 
citizen in favor of another—discrimina- 
tions often in favor of business against 
anyone who chances to earn a liveli- 
hood elsewhere. 

Let me put down a few obvious in- 
equities. As I do so, keep thinking of 
the individual who, merely by the for- 


How to Improve INCOME Tax ADMINISTRATION 


tune of his particular type of employ- 
ment, his environment, or the particu- 
lar social consciousness of his employer, 
has few of these costs to meet. Then 
see if you can reason whether sim- 
' plicity in statute or administration is 
worth the present shortcomings. 

1. Cost of transportation to and from 
work should be deductible. With to- 
day’s living difficulties, the choice of 
where one shall live is not the province 
of the employee. He takes what he 
can get, even if it is twenty miles away 
from his work. 

2. Cost of traveling in search of em- 
ployment, and moving expenses when a 
place of employment is changed, seem 
like ordinary expenses of earning an in- 
come. We allow them to a business, 
but never to the individual. 

3. Cost of freeing oneself from do- 
mestic duties to earn a living should be 
allowed. Think of the case of the wife 
supporting herself on a meager income 
when the husband is gone. If he were 
about, the family unit would have a 
wage earner and also one equipped to 
manage the children and the home. 

4, Educational costs are fair charges 
to income. Think particularly of the 
burden taken on by many in self-de- 
fense as well as those required to main- 
tain studies to hold their jobs. 

5. Political contributions by civil 
service employees and others where a 
measure of coercion is present reduce 
income. If the system is against. pub- 
lic policy, we certainly have not been 
very kind to the coerced contributor. 


Various DIFFICULTIES 


One difficulty is the assumption that 
the Government must obtain the great- 
est possible revenue for the year under 
consideration, without regard to tax 
consequences: in other years. Many of 
our problems concern items denied as 
a deduction this year but allowed in a 
subsequent year. The result is endless 
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difficulty to find: what depreciation 
rates to use; whether the Government 
or taxpayers are inconsistent; what is 
a capitalizable and a noncapitalizable 
expense; how to make adjustments in 
prorating nonbusiness expense; how to 
handle insurance premiums, leave ex- 
pense, small repairs, bond premiums, 
and so forth. 

The amount of tax involved in these 
adjustments is generally small, but the 
difficulties they cause in taxpayer re- 
ception is enormous. Government ex- 
aminers might well refrain from making 
changes unless they are significant and 
will not correct themselves in later 
years. | 

Many other specific questions are 
raised by those criticizing Federal in- 
come tax administration. 

Is it not possible to make more sim- 


-ple and elastic the process of refunding 


excess payments, so as to avoid alleged 
enormous difficulties in getting money 
back and in getting the interest due on 
it? 

Can we not avoid delays in auditing 
tax returns, in making refunds, or in 
rendering decisions? 

How can we avoid fluctuating inter- 
pretations of the tax law? 

Why are so many changes made in 
the deductions allowed for the salaries 
of executives? 

Should we not avoid the quantity of 
nuisance assessments so often made 
upon business by the Government—the 
type that merely transfers income or 
expenses from one year to another (for 
example, those that arise with varying 
rates of depreciation)? 

These are but a small portion of a 
great many issues that have been the 
subject’ of much controversy between 
the Bureau of Internal Revenue and 
taxpayer groups. 


ADMINISTRATIVE STANDARDS 


The most important contribution in 
the area of possible change is in the 
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recommendations of the Joint Commit- 
tee on Internal Revenue Taxation. Let 
me here paraphrase some of its findings. 

The Bureau of Internal Revenue is 
the most vital direct link between the 
citizen and his Government. Nowhere 
in the government service should stand- 
ards of integrity, competence, absolute 
fairness, and performance be higher 
than in the Bureau. The attainment 
and. maintenance of those standards 
cost money—a great deal of money. 
In the long run, however, the alterna- 
tive, cheap tax administration, costs 
more than any nation can bear. 

The Advisory Committee found what 
practitioners completely understood, 
namely, that the standards of integrity 
maintained by. the Bureau in the con- 
duct of the Government’s business are 
of a very high order. This is truly re- 


markable in view of the size and the- 


decentralized character of this organi- 
zation „and the inherent nature of tax 
determination, which continuously pro- 
vides opportunities for lower standards. 
Honesty is not the only course open to 
thousands of bureau employees, yet few 
choose ‘to follow any other. Equally es- 
sential to an effective organization is the 
splendid morale of employees through- 
out the service. 

Considering the very low levels of 
compensation, the handicaps under 
which many employees work, and the 
all too long and obvious neglect of the 
role af the Bureau in the country’s wel- 
fare, only an unusual devotion to and 
belief in the revenue service by the per- 
sons in it-have kept the organization 
intact and operating. 


OBJECTIVITY INSTEAD OF ADVOCACY 


It is the function of the administra- 
tive agency to assist taxpayers in the 
determination of their correct tax lia- 
bility, The investigation urged a dif- 
ferent view of the goal of tax enforce- 
ment from that which appeared to pre- 
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vail in the Government. It found too 
great emphasis on “protecting the reve- 
nue,” too little on protecting the tax- 
payer. The whole enforcement per- 


-sonnel of the Bureau at that date 


leaned in various degrees away . from 
an objective determination of correct 
tax liability, toward the so-called pro- 
ductive activities. 

For example, selection of returns for 


audit was dictated by evidence of po- 


tential deficiencies; circumstantial evi- 
dence leading to refunds was often ig- 
nored. Equitable administration re- 
quires that equal emphasis be placed 
on inaccuracies that overstate and those 
that understate the taxpayer’s liability. 
For those who are uninformed or mis- 
informed, the Bureau should serve the 
interest of both the taxpayer and the 
Government. The employment of tax 
specialists should not be necessary to 
ensure uniform, fair application of the 
law. ‘The Bureau is not the Govern- 
ment’s advocate; its responsibility is to 
provide uniformity in the application 
of the revenue laws irrespective of the 
immediate financial consideration. 

The Advisory Committee urged that 
the emphasis on enforcement techniques 
which show immediate dividends to 
the Government often has a secondary 
deleterious effect. As taxpayers find 
enforcement activity a one-way street, 
they rationalize progressively lower lev- 
els of tax compliance. 

To no small degree, the environmen 
in which the Bureau sometimes appears 
an advocate has been created by the 
zeal of representatives of interests which 
can afford specialized attention.to their 
tax problems. The vast majority of 
taxpayers, however, are without com- 
petent tax counsel, and neither know 
nor can inform themselves of the un- 
avoidable intricacies of the Revenue 
Code. For this large group the Bureau 
must scrupulously maintain a policy of 
equal regard to the interest of the Gov- 
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ernment and of the taxpayer. 
a reasonable concept—substituting ob- 
jectivity for advocacy.’ 


IMPROVED ENFORCEMENT URGED 


The enforcement function is con- 
cerned with the verification and cor- 
rection of tax liabilities established by 
voluntary filings, and with ascertaining 
and collecting taxes and penalties from 
those who wholly or largely ignore 
their tax responsibilities. The Joint 
Advisory Committee urged a substan- 
tial increase in over-all enforcement ac- 
tivities of the Bureau as being clearly 
in the interest of the country. 

The committee found some quarters 
asserting that in our democracy tax en- 
forcement is not really necessary. But 
it sanely urged that that notion had 
little foundation in fact, in the experi- 
ence of the Nation, the states, or the 
localities. A .uniform and equitable 
administration of the tax system of the 
‘ country seems to be the most com- 
pelling and a completely sufficient -rea- 
son for high enforcement standards. 
Nonenforcement is a tacit classification 
of taxpayers into rate brackets differ- 
ent from those contemplated by the 
Jaw. Failure to maintain the revenue 
service with an adequate, capable staff 


+ George W. Mitchell, a member of the 
Joint Advisory Committee, whose recom- 
mendations are given in the preceding para- 
graphs, talked in this vein at the 1948 Tax 
Institute symposium. His thinking is impor- 
tant to the student of essential improvement 
in administration, and his remarks as recorded 
in Income Tax Administration are well worth 
reading. ; 


This is- 
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is an invitation to widespredd evasion 
of taxes. 


WHERE WE STAND 


How soon shall we secure the changes 


-urged by the Joint Advisory Commit- 


tee? My belief is that they are al- 
ready well on the way. 

The current direction of the Bureau 
of Internal Revenue is under distin- 
guished, enlightened hands. They ap- 
parently welcomed the Advisory Com- 
mittee report as precisely their thinking. 
It gave them a _ long-sought ` oppor- 
tunity to attain independent approval 
for reorganization of much Bureau ac- 
tivity. Following the report has come, 
to my knowledge, a host of investiga- 
tions of procedures; an unusual num- 
ber of conferences and studies with tax- 
payers and their representatives, seek- 
ing precise mechanics to attain, the ends 
urged by the Advisory Committee. 

There has also come considerable ef- 
fort to improve quantity and quality of 
personnel. But appropriations are still 
inadequate to give complete attention 
to all. that should be done. Moreover, 


. they seem completely inadequate to 


ensure the attainment of what Adam 
Smith urged, back in 1776, to be the 
reasonable goals of tax administration: 
“The tax which each individual is 
bound to pay, ought to be certain, and 
not arbitrary. The time of payment, 
the manner of payment, the quantity to 
be paid, ought all to be clear and plain 
to the contributor, and to every other 

person.” | 
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- States, 


7 Pay-Roll Taxes and Socal Security 


By DENZEL C. CLINE 


HE Social Security Act of 1935 
introduced a new class of com- 


pulsory contributions commonly called 


the social security pay-roll taxes. Pay- 
roll taxes are measured by the taxable 
wages: and salaries paid to workers. 
They are usually regarded as special 
benefit taxes, since the revenue is used 
to finance social insurance. As benefit 
taxes, they are somewhat analogous to 
the gasoline and motor vehicle taxes 
used for highways. 

Two kinds of social insurance have 
been established throughout the United 
First, there is a completely 
Federal system of contributory old- 
age and survivors insurance. This is 
financed by Federal pay-roll taxes on 
both employees and employers in oc- 
cupations covered by the law. Second, 
there is a state-administered system’ of 
unemployment insurance in every state. 
Unemployment benefits are paid from 
the proceeds of state pay-roll taxes. 

When the Social Security Act was 
amended in 1939, its taxing provisions 
were transferred to the Internal Reve- 
nue Code. Taxes for old-age insurance 
are imposed by the Federal Insurance 
Contributions Act, and the Federal Un- 
employment Tax Act levies the tax for 
unemployment. These taxes are col 


lected by the Bureau of Internal Reve- | 


nue. 

Federal and state pay-roll taxes pro- 
duced $3.7 billion of revenue in the 
fiscal year ending June 30, 1948. The 
old-age insurance taxes amounted to 
nearly $2.4 billion, while the state and 
Federal unemployment taxes brought in 
over $1.3 billion. 


1U. S. Internal Revenue Code, Ch. 9, 


“Employment Taxes.” 


Pay-roll taxes and social insurance 
have been the object, of much attention 
in this country, both in and out of 
legislative halls. Important changes 
were made in the Social Security Act 
in 1939 and by subsequent amendments. 
The need for a thorough revision -and 
extensive improvements in social se- 
curity legislation has been increasingly 
emphasized. In considering the numer- 
ous proposals in this highly technical as 
well as controversial field, members of 
Congress have recognized the need for 
special knowledge and assistance. As 
a result, two excellent official studies 
have been conducted in recent years for 
the guidance of congressional commit- 
tees.” l 


NATURE OF SOCIAL INSURANCE 


Adequate protection against certain 
types of economic insecurity usually 
will not be obtained by individual ac- 
tion- through voluntary saving. Social 


` insurance is based on recognition of this 


fact. Insurance is a method of spread- 
ing risks. With unemployment insur- 
ance, for example, the persons who be- 
come unemployed do not suffer com- 
plete loss-of income, as they would 
without such insurance. A portion of 
the cost of unemployment is borne by 
the employed workers and other seg- 
ments of. society. 


2 Social Security Technical Staff of the 
Committee on Ways and Means, House of 
Representatives, Issues in Social Security, 


‘Washington: Government Printing Office, 1946. 


The Advisory Council on Social Security to 
the Senate Committee on Finance, Reports on 
Recommendations for Social Security Legisla- 
tion, S. Doc. 208, 80th Cong., 2d sess., Wash- 
ington: Government Printing Office, 1949, 
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PAY-RoLL TAXES AND SOCIAL SECURITY - 


. Contributory social insurance must 
- be sharply distinguished from public 
relief or charity to the needy. The 
contributions collected as pay-roll taxes 
on the wages of the worker in a sense 
represent compulsory saving for his old 
age or when he is out of a job. Bene- 
fit payments in no way depend upon 
whether the recipient is in need. There 
is no “means test” for social insurance, 
whereas it is a characteristic feature of 
direct relief and other public assistance. 
An essential test of a person’s eligibility 
to receive social insurance benefits is 
that the pay-roll tax shall have been 
collected upon his wages. The pay-roll 
taxes which have been contributed en- 
title the worker .to insurance benefits as 
a matter of right. 

Social insurance differs greatly from 
private insurance, despite some super- 
ficial similarities. Private insurance 
contracts are voluntary agreements, 
while social insurance is compulsory 
and rests upon the taxing power of gov- 
ernment. A private insurance company 
must collect sufficient premiums from 
the insured, if it is to remain solvent. 
On the other hand, because a govern- 


ment insurance scheme is compulsory 


and utilizes the power of taxation, it 
does not have to be self-supporting from 
pay-roll taxes. It should not be as- 
sumed that contributory social insur- 
ance precludes government contribu- 
tions from general funds. 


INADEQUATE COVERAGE 


A major weakness of social insurance 
in the United States is that so many 
who need its protection are excluded. 
Old-age insurance taxes apply to three- 
fifths of all wages and salaries, or about 
one-half of all earnings. The coverage 
of the Federal unemployment tax is still 
less, as it applies only to employers 
with eight or more workers. However, 
many of the states apply their unem- 
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ployment taxes to firms with fewer than 
eight employees. Experience has dem- 


‘onstrated that the administrative diff- 


culties of collecting unemployment taxes 
from small firms can be overcome. 
These taxes should be extended to em- 
ployers of one or more workers, as is 
done with the old-age taxes. 

For administrative, constitutional, 


‘and other reasons, Congress excluded 


many large groups from the pay-roll 
taxes. President Roosevelt and Presi- 
dent Truman have repeatedly urged a 
much broader coverage. Many of the 
recommendations of the recent Social 
Security Advisory Council were for the 
extension of the protection of social in- 
Surance to various uncovered groups. 
It recommended that old-age insurance 
should be extended to farm workers, 
farmers and other self-employed peo- 
ple, household workers, employees of 
nonprofit institutions, Federal employees 
including members of the armed forces, 
and the employees of state and local 
governments. It proposed a similar 
extension of unemployment insurance, 
except for the self-employed.’ 


Trust FUNDS 


Old-age insurance taxes and state 
unemployment taxes must be deposited 
in special trust funds in the United 
States Treasury. A separate account is 
maintained for the old-age insurance. 
fund of railroad workers. The net as- 
sets of the three funds on April 30, 
1949 were: Old-age and Survivors In- 
surance Trust Fund, $10,924.7 million; 
Railroad Retirement Account, $1,737.8 
million; Unemployment Trust Fund, 
$8,201.8 million.* ý 

Investments of the trust funds are 
limited to United States Government 
direct obligations and fully guaranteed 


3 Report, pp. 15-27, 153-62. 
t U, S. Treasury Department, Treasury Bul- 
letin, June 1949, pp. 9, 10. 
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securities of government agencies. In 
the management of trust fund in- 
vestments, marketable government se- 
curities may be purchased and sold or 
special obligations may be issued and 
redeemed by the Secretary of the Treas- 
ury. The interest rate on such special 
obligations must equal the average rate 
of interest on the public debt. 

These trust funds, aggregating $20.8 
billion by April 1949, accumulated from 
pay-roll tax collections in excess of 
benefit payments and interest on in- 
vestments. The reserves have grown 
rapidly despite increased benefits, re- 
duced unemployment tax rates, and 
continued postponement of the in- 
tended increases of old-age pay-roll 
tax rates. | 

The basic reason for the big expan- 
sion of reserves was the phenomenal 
volume of wage payments in the past 
decade. In this long period of pros- 
perity, not only were the wage taxes 
unusually productive, but there was 
relatively little unemployment and con- 
sequently less néed to draw upon re- 
serves. Also, many persons who be- 
came ¢ligible did not receive old-age 
retirement benefits because they chose 
to remain employed and obtain more 
income, 


Otp-AGE AND SURVIVORS INSURANCE 


When an insured worker has been 
employed in a covered occupation for 
a minimum period, he may retire after 
reaching the age of 65 years and receive 
benefit payments for the remainder of 
his life. The monthly payment varies 
with several factors according to a com- 
plicated formula. Very roughly, the 
benefit is in proportion to the total 
amount of wages a person has received 
upon which the pay-roll taxes have been 
levied. However,. the formula favors 
_ workers with low wages and those who 
retire after only a few years in covered 
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employment. The law sets minimum 
and maximum amounts of benefits. The 
minimum benefit for a single person has 
been $10 and the maximum $85 ‘per 
month. 

The Social Security Act was amended 
in 1939 to provide benefits for depend- 
ents and survivors under certain condi- 
tions. Benefits are paid for dependent 
children under 18 years of age, depend- 
ent parents, and the wife of a retired 
worker after she reaches the age of 65. 
Surviving dependents of a deceased in- 
sured worker also receive benefit pay- 
ments, 

In view of the greatly increased cost 
of living and the rise in wage levels 
since 1939, old-age insurance benefits 
are unduly small. For example, the av- 
erage monthly benefit of single persons 
in 1947 was less than $25.° The So- 
cial Security Advisory Council recom- 
mended numerous changes which would 
greatly increase the scale of benefits.® 
It is not a healthy situation when, as 
at present in most states, retired work- 
ers who. contributed to their insurance 
fund commonly receive smaller benefit 
checks than are paid to old-age relief 
clients. 


Pay-roll taxes 


There are two taxes for the support 
of the national system of old-age and 
survivors insurance. One is designated - 
as an income tax on employees and the 
other as an excise tax on employers. 
The employer is required to deduct the 
levy on employees from their wages and 
pay both taxes to the Treasury. In ef- 
fect, the employer matches the contribu- 
tion of the employee. Each of these 
taxes has had a rate of 1 per cent of 
taxable wages since becoming effective 
January 1, 1937. 

The portion. of a person’s yearly 
wage or salary in excess of $3,000 is 
not subject to the pay-roll taxes and 

5 Report, pp. 31-45. 
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is not included in computing benefits. 
This ceiling on the tax and benefit 
base is now far too low, considering 
the rise in the price level since adoption 
of the Social Security Act. 


The rate increase issue 


The original old-age retirement plan 
was based on the assumption that it 
should be entirely self-supporting from 
pay-roll contributions. It was intended 
that these should be high enough to 
cover the liabilities incurred for future 
payment of benefits. At first the rates 
would be lower, but they were to be in- 
creased gradually to a total of 6 per 
cent for the two taxes. The system 
was to operate on an actuarial basis, 
like reserve life insurance and annuity 
plans. Beginning with a rate of 1 per 
cent for each tax for the first three 
years, there were to be periodic auto- 
matic step increases until 3 per cent 
for each tax would be reached in 1949. 

No advance in rate has occurred. 
The original plan of self-supporting old- 
age insurance was practically aban- 
doned in 1939. Benefits were liberal- 
ized, thus increasing liabilities, the date 
, for beginning monthly benefit payments 
was advanced by two years, and rate 
increases were postponed three years. 
Just before the rise in the. taxes was to 
begin in 1944, Congress postponed it 
for another year. This “freezing” of 
the rate was repeated annually until 
1947, when a new schedule was estab- 
lished. The law now provides that the 
rate for each tax will advance to 1.5 
per cent in 1950 and to 2 per cent in 
1952. 

What the proper rate should be for 
old-age -pay-roll taxes is highly con- 
troversial. The answer depends on 
how large a reserve it is desirable to 
accumulate, whether the plan should 
be self-supporting, the degree of liber- 
ality in benefit provisions, and ‘the 
eligibility requirements. 
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How large a reserve? 


When old-age insurance was estab- 
lished, it was estimated that the reserve 
fund eventually would reach some $48 
billion. 

The reason such a staggering amount 
was considered necessary is that dur- 
ing the first several years the benefits 
paid are very small in comparison with 
the total to be paid annually in the fu- 
ture. In the earlier years relatively few 
workers are eligible for benefits. Fur- 
thermore, their wages have been taxed 
only a few years and hence their bene- 
fits are small. But in time, as more in- 
sured workers reach retirement age, the 


‘number receiving benefits will expand 


greatly. Moreover, benefit payments to 
future retiring workers will rise þe- 
cause of the higher total of wages on 
which the pay-roll taxes will have been 
paid. 

Consequently, for many years the 
amount of pay-roll taxes collected must 
be far larger than the amount paid out 
as benefits, and hence will build up the 
reserve, if the financing is to be on “a 
sound actuarial basis.” 

The collection of contributions so 
much in excess of actual benefit pay- 
ments was seen to have both political 
and economic dangers. It would invite 
political pressure to expand benefits. 
It would take billions of dollars of pur- 
chasing power from workers and con- 
sumers and divert much of it from con- 
sumption to investment in government 
securities. The removal of so much 
purchasing power from consumer mar- 
kets would tend to have a deflationary 
effect which might become serious. 

By 1939, when there were still sev- 
eral million unemployed persons, Con- 
gress was in no mood to allow the pay- 
roll tax rates to rise, even though bene- 
fits were increased. 

The war, with its abnormal effect on 
wages and employment, created a new 
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situation in old-age insurance financ- 
ing. Despite departure from the origi- 
nal plan, the old-age and survivors trust 
fund already has risen to about $11 
billion. From its inception to April 30, 
1949, receipts of the fund totaled $13.8 
billion, of which $12.6 billion was de- 
rived from the pay-roll taxes and the 
remainder from interest on investments. 
During the same period, expenditures 
from the fund were $2.9 billion, con- 
sisting of $2.5 billion for benefit pay- 
ments and the remainder for: adminis- 
trative expenses. 

Although the reserve has grown hand- 
somely in the recent era of big pay 
rolls, it must not be forgotten that these 
same wages also increase the amount: of 
benefits ultimately to be paid. 

What has happened to the liabilities 
side of the ledger? The social security 
administrator informed a congressional 
committee in March 1949 that the esti- 
mated “actuarial deficit” of the old-age 
reserve fund was $7 billion, “if we take 
into account the promises that have 
been made by the law to pay benefits 
to those already on the rolls and those 
who could retire today if they so chose 
todo.”* The estimate of actuarial defi- 
cit is based on the assumption that if 
the necessary level premium had been 
levied beginning in 1937, the amount 
in the reserve fund at the end of 1948 
would Have been $18 billion instead, of 

the $11 billion actually in the fund. 


Proposed changes in rates 


The Social Security Advisory Council 
proposed a sensible and realistic basis 
for future financing of old-age insur- 
ance. it recommended that the con- 


6 Testimony of Dr. Arthur J. Altmeyer, 
commissioner for the Social Security Adminis- 
tration, Hearings before the Committee on 
Ways and Means, House of Representatives 
on H. R. 2893, 8lst Cong., Ist sess, Social 
Security Act Amendments of 1949, Pt. 2, pp. 
1207, 1241. 
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tribution rates for employers and em- 
ployees should be raised at once to 1.5 
per cent for each. It insisted, however, 
that this should be done only if the 
council’s other recommendations were 
adopted, particularly those for exten- 
sion of coverage to excluded groups, 
more liberal eligibility requirements, 
and more generous benefits. 

The purpose of raising the pay-roll 
tax rates would not be to enlarge the 
trust : fund, although the net -effect 
would be to increase it by about $2 
billion a year for the next few years. 
On the contrary, the real object would 
be to impress upon the public the fact 
that the improvement in benefits is di- 
rectly related to the rate of contribu- 
tion. 

The council also proposed that the 


- 1.5 per cent rate should not be changed 


again until the income from pay-roll 
taxes plus the interest from trust fund 
investments becomes insufficient to pay 
the annual cost of benefits and ad- 
ministration. When this happens, the 
rate should become the maximum 2 per 
cent each for employer and employee. 
Whenever annual receipts from the 2 
per cent taxes plus interest from the, 
reserve fund will not cover annual 
costs, the difference should be supplied 
by a government contribution from gen- 
eral revenues. 

These proposals offer a sane method 
of financing old-age insurance. The 
idea of a completely self-supporting sys- 
tem dies hard, but contributory social 
insurance is not such a system. It must 
be frankly recognized that a govern- 
ment contribution eventually will be 
required. Neither does a compulsory 
government insurance plan have to be 
operated on a strictly actuarial reserve 
basis to be “sound.” Rather, it would 
be economically and politically unsound 
to build up the tremendously large re- 
serve which would have to be amassed 
if that were attempted. 


~ 
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UNEMPLOYMENT INSURANCE 
There are both Federal and state 


pay-roll taxes for unemployment insur- 


ance. The states receive Federal grants 
for administrative expenses, but funds 
to pay unemployment benefits come 
from their own pay-roll taxes. 

When the Social Security Act was 
adopted, unemployment insurance was 
left to the states, but a powerful fiscal 
instrument was designed to force them 
to adopt insurance legislation. This 
was the Federal unemployment tax, 
with its credit or tax offset device. It 
was eminently successful, as fifty-one 
approved systems were soon in effect— 
those of the forty-eight states and 
Alaska, Hawaii, and, the District of 
Columbia. 

The Federal tax on employers of 
eight or more workers in covered oc- 
cupations applies to a tax base con- 
sisting of the first $3,000 of each em: 
ployee’s annual wages. . 

The rate is technically 3 per cent of 
taxable wages, but the Federal tax 
actually paid is only 0.3 per cent. This 
is because all states have taken advan- 
tage of the tax credit and have systems 
officially approved by the Federal So- 
cial Security Administration. The law 
provides that a state tax on employers 
may be used as a credit or offset to the 
extent of 90 per cent of the Federal 
tax, 

The revenue from the Federal un- 
employment tax, unlike that from the 
other pay-roll taxes, is not earmarked, 
but goes into the general fund of the 
Treasury, from which appropriations 
are made for grants to the states to 
meet the administrative costs of their 
_unemployment systems. Actually, the 
revenues obtained from the Federal -un- 
employment tax have’ greatly exceeded 
the grants made to the states; but they 


should be used exclusively to finance - 


unemployment insurance. 
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Experience rating 


To permit the states to use experi- 
ence rating, the Federal law from the 
beginning has allowed additional credits 
under the tax offset arrangement. All 
states now have such experience-rat- 
ing provisions. The pay-roll tax rate 
paid by each employer depends on the 
amount of unemployment experienced 
by his .workers during the preceding 
three years. 

When an employer’s state pay-roll 
tax is lower than the standard 2.7 per 
cent because of his favorable experi- 
ence rating, his Federal tax still remains 
at 0.3 per cent. The Federal law al- 
lows the additional credits and thus has 


-encouraged reduction in state pay-roll 
_ taxes through adoption: of experience- 


rating devices. In fact, this has been 
the only way a state could reduce its 
tax if its unemployment reserve was 
becoming unduly large. 

The primary purpose of using experi- 
ence rating is to induce employers to 
stabilize their businesses and reduce 
unemployment as -much as possible. 
Their pay-roll tax is lowered in pro- 
portion to the decrease in unemploy- 
ment. 

Because of the small degree of un- 
employment during the years of pros- 
perity, there has been a pronounced de- 
cline in the general level of pay-roll 
tax rates. In contrast with the official 
standard rate of 2.7 per cent in state 
laws, the average rate of the state un- 
employment taxes actually paid was 
only 1.2 per cent in June 1948. Un- 
employment benefits paid in fiscal 1948 
were equal to 1.0 per cent of the tax- 
able pay rolls of the country during 
that peak prosperity year.” Several 
states have no minimum rate, with the 
result that many employers have been 


T Federal Security Agency, Annual Report, 
1948, p. 134. l e 
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paying no state unemployment tax 
whatever. 

With existing experience-rating legis- 
lation in operation, a period of increas- 
ing unemployment will have the pain- 
ful effect of causing a general raising of 
state pay-roll tax rates. Experience 
rating tends to accentuate depressions 
by increasing the taxes of employers 
at a time when business activity is 
slackening, while it encourages inflation 
by reducing them in a period of pros- 
perity. 


Adequacy of state reserves 


Present total unemployment reserves 
probably would be ample if there were 
a national system of unemployment in- 
surance and one large fund for the en- 
tire country. But with fifty-one ac- 
counts, there is great variation in ade- 
quacy. On September 30, 1948 the 
total available for benefits was equal 
to 9.5 per cent of the total taxable 
wages paid during the preceding twelve 
months, In individual states this varied 
from as low as 5.4 per cent in Massa- 
chusetts to 14.0 per cent in Mississippi.® 

There is a possibility that sometime 
some states may have so much unem- 
ployment as to exhaust their reserves. 
In 1944 a Federal account was estab- 
lished in the unemployment trust fund 
(which is maintained by the state pay- 
roll taxes), from which advances could 
be made to states when their funds be- 
came depleted. In 1947 this provision 
was extended through 1949. It should 
be a permanent feature of the law, to 
bolster the adequacy of a system  di- 
vided into separate state unemployment 
accounts. 


Revision needed 


There are serious shortcomings in 
the existing methods of administering 
and financing unemployment insurance. 


8 Advisory Council on Social Security, Re- 
port, p. 235. ° 
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‘One solution ‘often suggested is the 


substitution of a completely Federal 
system for the present fifty-one diverse 
state plans. There seems to be slight 
prospect, however, for such a complete 
change. It is more realistic to attempt 
to correct defects in the existing Fed- 
eral-state scheme. 

Congress could enforce standards for 
the improvement of state unemployment 
insurance laws. This could be done by 
requiring more specific conditions to be 
met by a state in order to have an “ap- 
proved plan,” which is necessary to ob- 
tain the 90 per cent Federal tax offset. 
For example, the Federal law could | 
provide standards for more adequate 
benefits, prescribe conditions for eligi- 
bility for unemployment benefits, re- 
quire each state to have pay-roll tax 
rates sufficient for adequate reserves, 
and provide that the states must co- 
operate in handling the problem. of 
benefit rights of workers who migrate 
from one state to another. 

The contributory principle, which 
should be a basic feature of social in- 
surance, is conspicuously lacking in 
American unemployment insurance leg- 
islation. Only two states, Alabama and 
New Jersey, require employee contribu- 
tions. The Federal law is primarily re- 
sponsible for this neglect of the con- 
tributory principle. The Federal un- 
employment tax is levied on employers 
only, and the 90 per cent offset is given 
for a state tax on employers but not for 
a tax on employees. 

Prevailing practices in financing un- 
employment insurance not only disre- 
gard the contributory principle, but 
seem to be based on the theory that un- 
employment is the fault of employers. 
This is the implication underlying ex- 
perience rating and also a pay-roll tax 
imposed exclusively upon employers. 
It is difficult to see that the mass un- 
employment in depressions is either | 
caused or wanted by employers. Simi- 
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larly, even when motivated by experi- 
ence-rating devices, employers cannot 


take the credit for the lack of unem- . 


ployment in a period of prosperity. 
Unemployment is not caused by any 
one group or corrected by taxing only 
employers. 

Since employees are the direct bene- 
ficiaries of unemployment insurance, 
they should directly contribute part of 
the funds. Pay-roll taxes should be 
imposed equally upon both employees 
and employers. The contributory prin- 
ciple is as valid for unemployment in- 
surance as for old-age insurance. When 
unemployment benefits are provided 
entirely from pay-roll taxes on employ- 
ers, there is real danger that workers 
will regard them as handouts. 


Council recommendations 


The Social Security Advisory Council 
urged a complete revision in existing 
methods of financing unemployment in- 
surance. The plan proposed would re- 
quire employee contributions and also 
would put a floor under state unem- 
ployment tax rates to prevent exces- 
sive reductions under experience-rating 
schemes. : 

The Federal law would be .changed 
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to establish taxes of 0.75 per cent pay- 
able by employers, and 0.75 per cent 
payable by employees and withheld 
from their wages. Credits against the 
Federal taxes would include state taxes 
on both employers and employees, but 
would be limited to 80 per cent of the 
Federal taxes. No additional credit 
would be allowed for experience rating. 
Consequently, to obtain full use of the 
Federal credit, the states would have to 
levy taxes on both employer and em- 
ployee, and the minimum rate upon 


‘each would have to be 0.6 per cent. 


The Federal law would still permit 
the use of experience rating, but to use 
it a state must have a minimum em- 
ployer rate of 0.6 per cent. Further- 
more, the tax on employees must be no 


- higher than the lowest rate paid by any 


employer in the state. 

Another desirable innovation recom- 
mended is that for new firms and those 
newly covered, the state tax on the em- 
ployer for the first three years shall not 
exceed the average rate for all employ- 
ers in the state. This would correct the 
discrimination against such firms in the 
present law which requires them to pay 
the full standard rate for the first three 
years of covered experience. 
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The Property Tax and the Economy _ 


By James W. MARTIN * 


ITIES, counties, and schools de- 

pend heavily on property taxes. 
In fact, distinctly more than a third of 
total state and local revenue and. nearly 
three-fifths of all local revenues, both 
exclusive of Federal aid, come from this 
source. From these facts alone, it is 
apparent that at present the local gov- 
ernment economy of the United States 
is directly dependent on this type of 
revenue measure. 

More needs to be said about the 
longer-run situation and especially the 
relationship between property taxes and 
the total American economy in order to 
present a rounded picture of the place 
of property taxation. 

In the paragraphs that follow, there- 
fore, the trends of property tax reve- 

nues in recent years are examined (a) 
in relation to. the tax systems of state 
and local government and (b) in rela- 
tion to measures of the general economy. 
This analysis is followed -by a consid- 
eration of current property tax policy 
in the light of antecedent practices. 
Finally, some attention is devoted to 


emergent trends'in attempts to modern- 


ize this. major revenue device. 


How Have Property Taxes BEHAVED? 


“When taxes decline, that is news.” 
During: 1932 to 1942, ad valorem prop- 
erty taxes for the whole country dropped 
about $138 million. Although data are 
not available on a wholly comparable 


basis for intervening years, it is certain: 


that had 1930 or 1931 been compared 
with 1938 or 1939, the showing of prop- 


* The author desires to acknowledge the 
aid of his colleagues, Mary Evins who did 
the computations and constructed the charts 
for this article and Vera B. Toran who 
checked the text. i 


erty tax reductions would have been 
even more emphatic. True, since 1942 
there has been a rise of more than a 
billion dollars in property tax revenues. 
Even this advance is moderate as com- 
pared with the much greater increases 
in other major classes of state and local - 
taxes except those based on pay rolls. 

The recent behavior of property taxes 
as.compared with other state and local 
taxes, aS pictured in Chart 1, is shown 
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CHART. 1—PercenTAce oF State AND LOCAL 
Tax REVENUE RECEIVED FROM PROPERTY AS 
COMPARED With THAT FROM. OTHER SOURCES 
1932—1948 


in terms of proportions, rather than in 
actual amounts. The percentage of all 
state and local tax revenues based on 
property and measured by its value de- 
clined from 1932 to 1942, while the 
percentage from other imposts approxi- 
mately doubled. Since then tbe de- 
cline in the relative importance of prop- 
erty taxes has continued, as has the 
rise in other tax revenues; but the per- 


136 


THE PROPERTY TAX-AND THE ECONOMY 


centage of tax revenues has gone down, 
1942 to 1947, by only three percentage 
points, and the nonproperty tax re- 
ceipts have advanced by a like margin. 

A clear understanding of recent 
changes in these proportions requires a 
look at some of the developments in 
several revenue sources. The slump 
during the 1930’s in the proportion of 
state and local tax revenues from prop- 
erty levies, though affected by the de- 
cline in amount of collections, was due 
mainly to the increased use of other 
sources of state and local——especially 
state—revenue.’ In the five years fol- 
lowing 1942, individual income tax col- 
lections went up 64.8 per cent; sales, 
use, and gross receipts tax, 58.4 per 
cent; and death and gift tax, 50.0 per 
cent. Meantime, property tax collec- 
tions advanced only 21.3 per cent. (In 
the same period, state pay-roll tax re- 
ceipts declined 10.4 per cent; and 
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license, permit, and miscellaneous tax 
revenue advanced 28.8 per cent.) The 
important conclusion seems to be that, 
in spite of increases in property tax col- 
lections since 1942, levies on property 
have not maintained the relative po- 
sition in the total state and local tax 
picture because of the contemporary 
more rapid rise in revenues from other 
Sources. l 

The.spread of state income, selective 
and general sales,.and other nonprop- 
erty taxes and the rising productivity of 
these in terms of current dollars are 
commonplace. The extension of such 
measures to city and other local gov- 
ernments, -however, is practically a cur- 
rent development. The Pennsylvania 
city income taxes, the California city 
sales taxes, the Virginia city gross re- 
ceipts licenses, and the older local se- 
lective sales taxes of Alabama, Illinois, 
Louisiana, Missouri, and other states 
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set the stage for tremendously increased 
revenues from local sources other. than 
property taxation. The spread of such 
measures, a movement already in prog- 
. ress, may well effect a continuing back- 
seat place for property taxes. 

Although the change in the impor- 
tance of the property tax in the total 
tax revenue system is perhaps the most 
arresting development in the recent 
past, the alteration in relative state use 
and local use of this revenue source is 
significant. The proportions of total 


collections for state and for local ` 


purposes, respectively, are pictured in 
Chart 2. Both state and local govern- 
ments derived increasing amounts of 
revenue from property taxation as 
shown for each census year to 1932. 
From that date forward the trend in 
amounts collected from state property 
levies has been downward. On the 
whole, local collections from this source 
have continued upward. Percentage- 
wise, both state and local governments, 
as shown in Chart 2, have recently re- 
duced dependence on property taxation. 
The reduction of the proportion of al! 
tax collections which property levies 
produce for local governments has been 
moderate; the reduction for state gov- 
ernments has been radical. 

It is well to emphasize again that, al- 
though state dependence on the prop- 
erty tax has been greatly reduced and 
local dependence somewhat cut, the 

‘levies are still of great importance. 
They constitute the revenue basis for 
local government, and they bulk largest 
of any tax in the total state and local 
revenue picture. Thus, state and local 
governmental aspects of the economy 
depend heavily on this ‘revenue source. 


How Do Property TAXES BULK IN 
THE ECONOMY? 


A quantitative indication of the po- 
sition of property taxation in the na- 
tional economy can be devised by re- 
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lating the amounts collected annually 
to national income or to gross national 
product. The measure by comparison 
with national income, reflected by the 
whole bars in Chart 3, is perhaps self- 
explanatory. Each bar represents simply 
the percentage of national income rep- 
resented by property tax collections. 


Percentage 


LEGEND 


Relationship to 
National Income 


Relationship to 
Grose National 
Product 





2932 192 2945 1946 «19h? 1948 


CHART 3—RELATIONSHIP OF PROPERTY 
Taxes TO Gross NATIONAL PRODUCT AND TO 
NATIONAL INCOME 1932-1948 


-Gross national product is a somewhat 
more inclusive measure of the size of 
the national economy, and so the ratio 
of property taxes to this quantity may 
give a better indication of the place 
property taxation occupies in the eco- 
nomic system as a whole. This rela- 
tionship is depicted in Chart 3 by ref- 
erence to the part of the bar that is 
colored. 

Both of the measures employed in the 


' chart show the impressive position of 


the property tax in the total economy 
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in the depression year 1932. The ex- 
planation lies, of course, primarily in 
reduced national income (and gross 
national product) in that year as com- 
pared with 1942, and not mainly in 
higher-than-usual property taxes. It 
will be remembered, however, that there 
was an actual decline, 1932 to 1942, in 
the property tax collections. This fact 
would obviously enlarge the differences 
between the two years, 1932 and 1942, 
in the percentages of income (or gross 
national product) required to pay prop- 
erty taxes. 

As reflected in Chart 3, the ratio of 
property tax collections to income (or 
to gross national product) has declined 
further since 1942. That is, the pro- 
portion required to pay property taxes 
was lower in 1948 than in 1942. Note, 
however, that the decline in income 
(and gross national product) and rise 
in property tax levies in 1946 and 1947 
brought about a higher ratio for those 
years than for 1945. In 1948 the gain 
in national income (and in gross na- 
tional product) again became more 
than sufficient to offset the rise in prop- 
erty taxes. Thus, according to either 
measure, property taxes bulked lower 
‘in the national economy in 1948 than 
in any of the earlier years shown. One 
may perhaps hazard the guess that. un- 
favorable income factors in 1949 have 
again effected a reversal, so that the 
ratio of property taxes to income (or 
to gross national product) is now ris- 
ing. -If the guess is correct, the prop- 
erty tax is occupying in 1949 a larger 
place in the national economy than it 
did in 1948. l 


WHAT POLICIES ARE REFLECTED IN 
PROPERTY TAX PRACTICE? 


Past and present property tax policies 
heavily influence the relative place of 
the property tax in the revenue system. 
They affect, too, the extent to which a 
given levy produces undue discrimina- 
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tions and thereby unduly impedes eco- 
nomic development. An examination 
of current policies in the light of 
their antecedents should throw light on 
the place of property taxation in the 
economy. 

During the late nineteenth century 
the general property tax imposed on all 
taxable items at a uniform ad valorem 
rate was all but invariably levied in the 
American states. The collections from 
this tax were used for both state and 
local purposes. Late in the century and 
early in the present one, two major “re- 
form” movements were widely advo- 
cated. 

First, Henry George and his follow- 
ers sought to eliminate the established 
plan and to replace it with a tax which 
would be measured by—-and, most of 
the single-taxers urged, equal to—the 
economic rent produced by land. This 
plan, prompted by social reform rather 
than by fiscal objectives, would have 
eliminated the tax on personalty. 

The second movement appeared in 
various guises. In general, it advocated 
reform of the general property tax by 
one or more types of “doctoring.” Pro- 
fessor E. R. A. Seligman led a group . 
which sought a cure of administrative 
evils by a separation of the sources of 
state and of local revenue. This was 
adopted—at least so far as property 
taxation was concerned——in a number 
of states; but it proved disappointing. 

Professor Charles Jesse Bullock led 
a classification movement which was in- 
tended to reduce or eliminate the tax 
on classes of property representing lim- 
ited taxable capacity, and-to afford an 
opportunity greatly to improve the op- 
erating efficiency of the property tax. 
The classification proposals have been 
adopted in various forms in most states, 
and they appear to have contributed at 
least to paving the way for better ad- 
ministration. However, there is no uni- 
formity in the classification plans of the 
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several states, and some of them con- 
tain -policy provisions hard to explain 
on any rational ground. As to Ken- 
tucky, for a single example: 


1. Motor vehicles are a modern sub- 


stitute for or competitor of horses and 
mules. The vehicles are generally sub- 
ject to the full local rate-when used, 
for example, by the farmer or mer- 
chant; but horses similarly employed 
are subject to no local tax. Similarly, 
although the farmer’s refrigerator may 
be taxable at $2.30 per $100 assessed 
value, his farm machinery is taxable at 
only 50 cents. 

2. A citizen living in a city pays 
$3.25 per $100 assessed value on his 
household goods; but a business man’s 
bill on manufacturing machinery, raw 
materials, and inventory is only 50 
cents per $100 assessed value. 

3, Kentucky appears to be the only 
government in the world which as a 


matter of deliberate policy taxes house- . 


hold goods at a higher rate than land. 

A third aspect of this early twentieth- 
century property tax reform movement 
was a new emphasis—related to both 
the other phases of the campaign—on 
administration, especially assessment. 
It was insisted that, especially in re- 
spect af real estate, the possibilities of 
orderly valuation should. be fully ex- 
ploited, Meantime, owing mainly to 
the development of information from 
employers, from corporations, from 
financial institutions, and from other 
“sources,” contemporary with the adop- 
tion of classification, some states greatly 
_ improved the assessment of intangible 
property. Later, mainly by clear defini- 
tion of “units” of value, some tax ad- 
ministrators -have made good head- 
way in even tangible personal-property 
valuations. 

- The net results of these reform move- 
ments have in some respects been dis- 
appointing. By constitutional mandate 
the old, unreformed, genera! property 


‘and the administration. 
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tax still obtains in several states; and 


‘ some of them—Texas, for example— 


depend heavily on the nineteenth-cen- 
tury institution. Perhaps more disap- 
pointing still, if that be possible, the 
movement for modernization of assess- 
ment has gained little ground in many 
parts of the country. Now, although 
many individual communities and a few 
whole states have greatly improved as- 
sessment administration, a much greater 
number of jurisdictions follow the crude 
methods developed a hundred years ago. 

In addition emphasis on effective col- 
lection has never been stressed; so in 
many parts of the country, property 
tax collection practices which ignore 
business developments of the past cen- 
tury are still followed. This is a prob- 
lem, especially in periods of depression, 
which shows up in both the legislation 
Both lawmak- 
ing and management—if one may de- 
liberately understate—are still in the 
horse-and-buggy era. 

Then there are certain important 
policies developed in depression which 
persist after the short-run reason for 
them has disappeared. These may be 
illustrated by the experience of the last 
two decades. For a long time, a fa- 
vorite sport of constitution makers has 
been to devise limitations on the prop- 
erty taxes which state and local gov- 
ernments could impose. In one state 
there are rate limits on local govern- 
ments or on certain classes of local gov- 
ernments; in another, local rates are 
unfettered, but state rates are limited. 
Many of the restrictions are of little 
importance; but some of them, in the 
light of subsequent developments, ef- 
fectively hog-tie some units of govern- 
ment. In the depression period of the 
early 1930’s a formerly little-used form 
of restriction was developed in several 
states, namely, the over-all rate limita- 
tions restricting the aggregate rate to a 
specified maximum. The incorporation 
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of this gadget into the constitutions or 
statutes of certain states all. but demol- 
ished local government in certain com- 
munities, Cities were hardest hit in 


states like Ohio and West Virginia, ` 


where particularly rigid plans were 
adopted.* 

A second depression phenomenon is 
_ depicted by the even more widespread 
homestead exemption provisions incor- 
porated into the constitutions or stat- 
utes of several states. These plans de- 
stroyed a varying part of the tax base 
by providing that homes within a speci- 
fied value limit should be exempt from 
all property tax—or in some states 
merely from all such taxes imposed by 
the state government or by specified 
classes “of local government. 

In connection with all these reform 
movements and depression-inspired poli- 
cies, the variation in the incidence is 
significant. For example, even the 
severe and rigid West Virginia rate- 
limitation plan did not interfere with 
the conduct of certain rural county gov- 
ernments, even though it seriously re- 
stricted other counties and almost abol- 
ished city government for a while. It 
has been shown for Georgia and Okla- 
homa, for example, that the homestead 
exemption reduced the tax base 8-15 
per cent, depending on the year and 
the state, but that in some counties of 
these states it cut the taxable property 
by over half. 


There is one other element-in prop- 


erty tax policy which should be noted. 
Many states.either provide reasonably 
for assessment and collection or make 
it possible for local governments to do 
so; others impede constructive action. 
Some states prescribe plans of assessor 
and collector compensation which have 
been discredited. Authorities are agreed 


1In Ohio the rate limitation was not new; 
but it had previously done somewhat less 
damage, apparently because of exceptions al- 
lowed. 
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that, for example, the fee or commis- 
sion method of paying tax officials fails 
to secure even reasonably good service 
for the money expended; but the plan 
persists in numerous states. Again, it 
has been shown that popular election of 
tax officials assures administration in- 
ferior to that which could be provided 
at like expense under a fair merit sys- 
tem. Yet numerous states still require 


. by law that all or many assessors and 


collectors be chosen at general elections. 


PROPERTY Tax MODERNIZATION 


No plan for alteration of an institu- 
tion as basic in American culture as 
the property tax can become operative 
over night. The three-plank platform 
which seems to. be emerging in, practice 
and which is sketched in the following 
paragraphs should, therefore, be re- 
garded, despite its modesty, as a fairly 
long-range matter—but as a matter 
bearing heavily on the place of prop- 
erty taxation in the whole tax system 
and also on the significance of this tax 
in the economy. Subject to this res- 
ervation, three changes in property tax 
policy appear to be occurring here and 
there which, if generally accepted, 
would go a long way toward moderniz- 
ing the tax. 

1. The elimination of, or at least the 
reduction of emphasis on, certain popu- 
larly held fetishes touching ad valorem 
property taxation is in process. Cer- 
tain illustrations, by no means exhaus- 
tive, will point up the problem. (1) 
The idea prevails widely that a prop- 
erty tax must be imposed ad valorem. 
This has been repudiated by the courts; 
but the idea persists in spite of prop- 
erty taxes actually operating which are 
measured, for instance, by gross re- 
ceipts or by income. (2) The notion 
that property tax arrangements are 
natural and necessarily perpetual per- 
sists in many places, even though there 


{42 


are already actually wide variations 
from state to state. A particularly 
archaic expression of this is found in 
Kentucky in the popular assumption 
that a formal, personal notice must be 
given any taxpayer whose property is 
assessed at a valuation above that de- 
clared by the taxpayer. (3) The idea 
that revaluation on a basis of approxi- 
mate equality will drive out business 
has been repeatedly repudiated by ex- 
perience, but is still widely held. (4) 
The view that full-value assessments 
are dangerous to taxpayers is perhaps 
~ the most remarkable of all the prevail- 
ing property tax superstitions. Until 
such fetishes are pushed aside, the 
modernization of the property tax can- 
not produce maximum revenues without 
- unduly hampering the economy. 

2. The classification policies of the 
various states should have a more logi- 
cal basis. Most important in this con- 
nection is the adoption of a reasonable 
plan in those states which still retain 
the uniform-rate property tax. An- 
other element in improving classifica- 
tion consists in abandoning the “rat 
race” toward more and better exemp- 
tions. In numerous states exemption 
or partial exemption is provided cer- 
tain classes of property on no reason- 
able ground whatever. Finally, to men- 
tion only one more example, the over- 
elaboration of classes of property should 
be carefully avoided. There are so 
many ¢lasses and classifications based 
on such flimsy grounds in certain states 
that not only do the statisticians fail to 
tabulate statistics correctly, but the as- 
sessing officials also place large amounts 
of property in the wrong category. 

A good illustration exists in one ‘of 
the tobacco-producing states. Tobacco 
is exempt in the warehouse of the 
farmer during the year of production. 
If sold to a dealer and stored in a ware- 
house across the street, the property is 
taxable at a maximum of 70 cents per 
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$100. assessed valuation; but if owned 
by a manufacturer and stored in his 
factory warehouse, the rate is but 50 
cents. When the same tobacco is in 
process of manufacture, it is placed in 
another class also taxable at 50 cents. 
But when the same leaf is finished in 
the form of cigarettes, snuff, or plug, 
it is taxable at the full state and local 
rate, which may be $3.00 or $3.50. 
Can one blame a tax official for an 
erroneous classification? 

Much progress has already been made 
in the states toward a classification of 
property on a reasonable basis; much 
remains to be achieved. 

3. There is a trend toward adminis- 
trative modernization. This hopeful 
tendency, calculated to reduce fhe bur- 
den that any specified property tax levy 
places on the economy as a whole, has 
two major aspects—-assessment and col- 
lection. Unfortunately, the states often 
attack one to the neglect of the other. 

An individual assessment district may 
undertake to lift itself by its own boot- 
straps. In numerous cities, modernized 
assessment’ machinery has been in- 
stalled and operated without any im- 
provement in neighboring districts. The 
equality of assessment thus effected has 
helped the particular community, but 
has done little or nothing for other parts 
of the same state. 

Then there have been attempts to 
institute state action that would bring 
up the level of valuation achievement 
throughout the state. Even in the late 
nineteenth century and early in this 
one, numerous statutes to this’ effect 
were enacted. They provided equaliza- 
tion by a state agency; they authorized 
reassessment when a local assessor’s 
work proved unsatisfactory; they gave 
a state agency authority to discharge 
the local assessor. | 

These harsh measures achieved little 
equality in actual practice. Recently, 
legislation has tended more and more 
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‘toward: providing that a state agency 
shall assist local tax officials in various 
ways. At the present time three dis- 
tinct types of policy are recognizable. 
(In addition, there are some hybrids.) 

In Illinois a program of assistance 
has been underway for a considerable 
period. Manuals have been prepared; 
technical manpower has been provided 
to aid local officials; schools have been 


conducted; and other measures . have 


been adopted to assist any assessor 
who wanted help. Recently these poli- 
cies have been supplemented with a 
program of vigorous and drastic equali- 
zation on a basis approaching 100 per 
cent of full value. 

Then in Utah and some other states 
ari effort is being made to effect a 
general increase throughout the state 
in the level of assessment efficiency. 
New Mexico, one of the states follow- 
ing this policy, appears to hope for á 
comprehensive and state-wide revalua- 
tion of realty. This approach differs 
from that in Illinois by its.emphasis on 
original assessment and not, as in IHi- 
nois, on equalization. 

Finally, Kentucky is attempting to 
make tools available to all assessors 
and to help each locality that desires 
help to apply the tools in practice. 
This plan differs in two ways from the 
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attempts to make a state-wide revalua- 
tion. It contemplates the achievement . 
of modernized assessment practice in a 
few districts (counties) at a time. But 
it looks toward a modicum of assess- 
ment administration betterment in a 
large number of, but not all, counties. 


In the second place, the plan empha- 


sizes local rather than state initiative. 

All three of these approaches to as- 
sessment modernization represent cur- 
rent experiments worth careful observa- 
tion and analysis. Each will undoubt- 
edly achieve some success; each will 
doubtless leave something to be de- 
sired. 

The betterment of property tax col- 


_ lection machinery advanced ‘consider- 


ably in the 1930’s; but emphasis on 
getting the money in the treasury has 
been much reduced during the past ten 
years. Doubtless the explanation lies 
in the fact that even inferior collection 
machinery appears to be satisfactory in 
a period of expanding business. It is 
important to keep in mind that many 
states fall short in formulating the legal 
provisions for tax collection and espe- 
cially in the actual business installa- 
tions for getting the job done effectively 
and economically. ~ With declines in 
business activity, renewed stress on tax 
collection may be expected. 
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Co-ordination. of Federal, State, and Local Taxation 


By CHARLES F. CONLON 


N RECENT years an enormous 
amount of time has been. devoted 
to the study and discussion of the gen- 


eral subject of co-ordinating Federal, 


state, and local taxation.* Bundles of 
resolutidns have been adopted by an 
impressive cross section of organized 
and associated America, all calling for 
immediate action to end what is usu- 
ally termed the chaos and confusion at- 
tendant on our patchwork tax system. 
Dissatisfaction with the present inter- 
relationships of Federal, state, and lo- 
cal tax systems is understandable, but 
the variety of meanings given to this 
topic and the diversity of focal points 
toward which remedial action would be 
directed ate notable. 

To some of those who enthusiasti- 
cally endorse a reform of our tax sys- 
tem, a proper co-ordination of Federal, 


state, and local taxes means primarily . 


a reduction in governmental expendi- 
tures. Others see it as a means of 
altering the present incidence of the 
tax. burden on various types of wealth, 
income, or consumption. To others it 
means the complete segregation of reve- 
nue sources, with its accompanying ef- 
fects on, expenditure policies. To still 
others it is a means of slowing up or. 
halting the tendency toward central 


1 Three major comprehensive studies involv- 
ing tax co-ordination have been made by, 
official groups in recent years. The report 
of the Interstate Commission on Conflicting 
Taxation, sponsored by the Council of State 
Governments, was issued in 1935; the report 
of the Committee on Intergovernmental Fiscal 
Relations, appointed by the Secretary of the 
Treasury, was completed in 1942 (S. Doc. 
69, 78th Cong., Ist sess.); and the report of 
the joint committee of the American Bar As- 
sociation, the National Association of Tax 
Administrators, and the National Tax Asso- 
ciation was published in 1947. 


control of the administration of govern- 
ment functions, or even an occasion for 
effecting a shift of functional responsi- 
bilities from the Federal Government 
to the states and localities. 

Taxation and tax administration are 
factors which will be given more or 
less weight in the: ultimate determina- 
tion of policy with respect to such 
crucial issues as the level of govern- 
mental expenditure, the allocation of 
functions among the several govern- 
ments, and the operational control of 
government programs, but it is futile to 
regard the tax system as the mold to 
whose outlines, the size and shape once 
decided, other major governmental prob- 
lems must conform. “A comparatively 
restricted scope is, therefore, given the 
subject in this discussion, and while 
the potentialities ‘for improvement at 
once become less grandiose, they are 
more susceptible of attainment. 


GROWTH OF OVERLAPPING TAXATION 


The gist of the complaint against the 
present system. lies in the multiplicity 
and diversity of tax laws. The Federal 
Government, the states, and to some ex- 
tent the local governments, are relying 
on the same tax sources for their reve- 
nues, while tax laws applicable to the 
same subjects are noticeably nonuniform 
in substance and operation, all to the 
great detriment of the body politic. 

The possession by the Federal Gov- 
ernment and the states of concurrent 
powers of taxation is aricient constitu- 
tional doctrine, and mutual prudence 
and reciprocal forbearance were sug- 
gested as the boundary markers in those 
instances where national and state sys- 
tems of finance did not exactly coincide. 
For many years the existence of these 
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concurrent powers of taxation posed 


only theoretical problems, because the | 


Federal Government for the most part 
raised its revenues from excises, im- 
port duties, and sales of public lands, 
while taxes on property and license 
fees supported state and local govern- 
ment. 

In the twentieth century a number of 
forces and circumstances began to op- 
erate against the maintenance of this 
simple de facto division of tax powers. 
Among then’ were the adoption of the 
Sixteenth Amendment to the Constitu- 
tion expressly permitting the Fed- 
eral Government to tax incomes; the 
gradual growth of governmental ex- 
penditures in war and depression; the 
extensive adoption of sales taxes, gen- 
‘eral and special, by the states; and the 
growing inability of some local govern- 
ments to meet public demands for serv- 
ices within the limit of property tax 
revenues. These manifestations of the 
growing résponsibilities of government 
finally combined to abolish. the effective 
segregation of revenue sources that had 
existed for so many years, and trans- 
formed into acute, present, practical 
problems those previously theoretical 
difficulties inherent in our system of 
concurrent tax powers. 

During World War II and since then, 
` the expansion of the tax system has 
continued. The growth of overlapping 
is indicated by the number of states 
and localities in each of the fields 
where there is a Federal levy. The 
figures given for local governments are 
minimum approximations. Income tax: 
34 states and 161 local governments, 
many of them in Pennsylvania. Gen- 
eral and special sales taxes: 27 states 
and 130 localities, most of them: in 
California. Various public utility taxes: 
37 states and 194 local governments. 
Alcoholic beverage: 48 states and 26 
-local governments. Tobacco: 40 states 
and 37 local governments. Gasoline: 


” 
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48 states and 30 local governments. 
Amusement: 32 states and 275 locali- 
ties, mostly in Ohio, Pennsylvania, and 
Washington. About 94 per cent of 
Federal and state tax revenue was de- 
rived from the same tax sources in 1948. 


UNDESIRABLE CONSEQUENCES 


From a tax standpoint solely, a num- 
ber of undesirable consequences flow- 
ing from multiple utilization of tax 
sources and diversity in tax laws may 
be particularized: the fear that lack of 
mutual forbearance may cause an un- 
due burden to be placed on a particular 
commodity or a type of property or 
income; the possibility that the state 
and local governments, especially the 
latter, may be seriously handicapped in 
finding adequate sources of revenue; 
the charge that jurisdictional disputes, 
differing tax bases, and variations in 
methods of allocating interstate income 
and taxable values may lead to assess- 
ment on more than 100 per cent of the 
tax base; the criticism that the cost of 
administration by the governments in- 
volved is unduly high because of the 
maintenance of many separate staffs, 
and that the responsible taxpayer’s 
cost of compliance is too high because 
of the differences in tax bases, forms, 
and regulations among the taxing juris- 
dictions. Also involved, though they 
do not attract public notice, are such 
intergovernmental tax problems as the 
liability of the Federal Government for 
payments in lieu of taxes on real prop- 
erty acquired by the United States, and 
the tax status of income from govern- 
mental securities. 

- These chief points of complaint define 
more sharply the working limits of re- 
alistically appraised endeavors in the 
field of tax co-ordination. From a tax 
standpoint, the elimination of inter- 
jurisdictional conflicts, the improvement 
of tax administration by doing away 
with lost motion on the part of govern- 
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ment and taxpayer alike and by pro- 
viding for adequate enforcement, the 
provision of revenue sources commen- 
surate with governmental responsibility, 
and the prevention of undue concentra- 
tion of taxes on particular subjects, 
would be considerable achievements 
and probably the limit of accomplish- 
ment to be expected within the frame- 
work of tax co-ordination. 


FORMS OF OVERLAPPING 


At the present time, approximately 
19 states allow a deduction of all or 
some of personal income taxes paid to 
the Federal Government; 18 states al- 
low the deduction of all or some of 
corporate income taxes; and the Fed- 
eral Government permits a deduction 
for state and local income taxes. Some 
tendency on the part of the states to 
eliminate or limit the deduction for 
Federal taxes has recently been ob- 
served. However, even with a limita- 
tion in force, the increase in the com- 
bined -maximum effective rate is not 
substantial at the present level of rates, 
as long as the Federal Government con- 
tinues to allow the deduction for state 
and local taxes. 

In the estate tax field, an 80 per 
cent credit for death taxes paid to a 
state is allowed against the Federal tax 
imposed by the Revenue Act of 1926. 
The primary purpose of this credit was 
to prevent the existence of a few tax 
havens, but its enactment by Congress 
constituted a virtual relinquishment of 
the death tax field to the states. Sub- 
sequent increases in the Federal estate 
tax rates, to which the credit is inap- 
plicable, resulted in a substantial shift 
in the distribution of total death taxes 
between the Federal Government and 
the states. The limited segregation 
theretofare existing was thus abolished. 
However, all states except Nevada now 
either impose a separate tax or take up 
the credit in one way or another. 
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Mutual deductibility has a limited 
application in the excise field. State 
and local general sales taxes and Fed- 
eral retailers’ taxes are excluded from 
the price of goods in calculating any 
one of them. The same is true of 
amusement taxes. The manufacturers’ 
excises, on the other hand, are regarded 
as part of the cost, and usually no al- 
lowance is made for them. For all 
practical purposes, the combined effec- 
tive rate of an excise is limited only by 
the standard of “mutual prudence and 
reciprocal forbearance.” 

Overlapping taxation is also encoun- 
tered where there is some conflict among 
the states or local governments in the 
exercise of their tax powers. These 
jurisdictional conflicts involve taxes 
which by common custom should be im- 
posed only once on the same subject. 

On the whole, general and special 
sales taxes are presently administered 
without double taxation; the common 
practice is for the shipping state to 
grant an exemption on commodities 
shipped to another state. Either by 
statute or by administrative practice, 
the complementary use tax is ordi- 
narily not imposed with respect to tan- 
gible personal property on which a 
sales or use tax has previously been 
paid in another state. Cities imposing 
sales taxes usually follow this precedent, 
imposing no tax where the goods sold 
are delivered outside the city limits. 
The relaxation in the past ten years of 
the United States Supreme Court’s for- 
mer solicitude for buyers and sellers in 
interstate commerce has been accom- 
panied by no modification in the prac- 
tice of the states in this respect. 

In the personal income tax field, 
taxation of the same income by more 
than one state is avoided by either 
taxing residents only, granting tax 
credits, excluding from the tax base 
income taxed elsewhere; or limiting the 
tax base to income from domestic 
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sources. Twenty-five of 31 states now 
fall within these categories. Where a 
credit is available it is most frequently 
conceded to the resident, although the 
statutes vary. The usual income tax 


base for corporations is the income ` 


earned within the state. Only one state, 
Louisiana, taxes the entire income of 
domestic corporations without regard 
for taxes imposed elsewhere. 

Localizing the source of the income 


` subject to taxation is not a simple mat-- 


ter. The more common method of al- 
locating business income among several 
states is by means of a formula. It 
is a universal complaint that there are 
too many different formulas in use, 


that interpretations of nominally simi- ` 


lar formulas vary from state to state, 
and that each state tends to adopt the 
formula that will give it most favorable 
allocation of income. 

While the area of substantial agree- 
ment in the application of these formu- 
las is increasing, it is too limited. By 
and large, the dissatisfaction expressed 
is justified, even though there is no evi- 
dence that the aggregate of the income 
allocated exceeds the total income 
earned. The stumbling block to an 
agreement on general principle is the 
fact that between two states, one of 
which is predominantly a manufactur- 
ing state and the other predominantly 
a market for manufactured goods, there 
is a natural difference of opinion as to 
each state’s contribution to the income 
earned by the taxpayer. The Massa- 
cltusetts formula, which bases the allo- 
cation on the ‘proportion of property, 
pay rolls, and sales in the states con- 
cerned, is the most widely used, being 
in force in thirteen states. 

In carrier taxation, multiple taxation 
of flight equipment was feared as a 
result of the judgment of the United 
States Supreme Court in Northwest Air- 
lines Inc. v. Minnesota (322 U.S. 292). 


However, an appreciation of the equities ` 
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of the situation and recognition of the 
fair boundaries of state jurisdiction to 
tax were concretely expressed in a uni- 
form allocation statute drafted by the 
National Association of Tax Adminis- 
trators. These state officials have also 
worked out a formula. especially de- 
signed for the allocation of railroad 
property among the taxing states. As 
yet only a few states have adopted 
these uniform formulas, but if the busi- 
ness interests affected are really inter- 
ested in obtaining a standard basis of 
allocation, there is little doubt that the 
formulas will be widely accepted. 

Only a few years ago the double taxa- 
tion of intangibles owned by nonresi- 
dent decedents was a widely deplored 
point of conflict in state tax jurisdic- 
tion. While the United States Supreme 
Court permits the taxation of such an 
interest by more than one state, today 
forty-seven states either impose no death 
tax on, or exempt on a reciprocal basis, 
the intangibles owned by nonresident 
decedents. 

A further step has recently been 
taken by nine states to meet the situa- 
tion where the domicile itself is in dis- 
pute—a class of cases where the United 
States Supreme Court ordinarily de- 
clines to take jurisdiction and decide 
the place of domicile. In these states, 
whose number will grow year by year, 
it is provided that where there is a dis- 
pute as to the domicile of the decedent, 
the matter shall be settled by arbitra- 
tion, with one arbitrator appointed by 
each state party to the dispute, these 
to select another. | 

Any evaluation of these co-ordinat- 
ing’ devices and the acceptance they 
meet should be tempered by the realiza- 
tion that not all the criticized statutes 
and practices involve equities that are 
clear-cut and beyond question. The 
legislator and the tax collector as well 
are aware of cases where the taxpayer’s 
objective is not ta secure a fair alloca- 
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tion of income to state A, but rather to 
have the bulk of his income allocated 
to a nontaxing state B, or to state C 
which has a lower tax rate than A. 
They know, too, that sometimes the 
wanderings and sojournings of well- 
endowed citizens are little else than a 
means of tax evasion—a complicated 
series of moves designed to prevent 
‘identification with any fixed place of 
residence involving tax liability. 


RECORD OF PROGRESS TO DATE 


Some of the apprehension that has 
been expressed about overlapping and 
duplicate taxation is unduly pessimistic. 
In the income tax field, mutual or par- 
tial deductibility of taxes paid removes 
any- possibility of a confiscatory rate 
arising from the combination of Fed- 
eral and state income taxes. The cred- 
iting provision for taxes paid to an- 
other state likewise prevents taxation 
of the same income by more than one 
state. Other “mechanisms designed to 


avoid double taxes arising out of juris-. 


dictional conflicts have been developed. 
All these devices tend to bring about 
some degree of co-ordination in the na- 
tional tax system. 

The past ten to fifteen years have 
seen great strides-in the removal of 
jurisdictional barriers based on govern- 
mental status. Post exchanges and 
similar Federal- instrumentalities are 
now required to collect state gasoline 
taxes on motor fuel sold for private 
use; private persons who live, work, or 
conduct business on a Federal reserva- 
tion are no longer tax-immune; public 
salaries are taxed the same as private 
salaries, and contractors who do work 
for the ggvernment enjoy no special tax 
status; the community property differ- 
ential for income tax purposes has been 
abolished, 

The pattern of these developments 
has been followed invariably from the 
middle thirties down to the present. 
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The policies, many of them urged by 
state and local officials, that were 
adopted by the Treasury and the Bu- 
reau of the Budget in the field of inter- 
governmental tax relations have been 
consistently pursued. The fact that 
large sums of money were involved, for 
example, in the proposal to exempt war 
contractors from state and local taxa- 


‘tion, and in the legislation requiring 


payment of real property taxes on war 
facilities owned by subsidiaries of the ` 
Reconstruction Finance Corporation, 
did not alter their application. 

In tax, administration, stricter en- 
forcement has been emphasized rather 
than the development of procedures 
that would lessen the responsible tax- 
payer’s cost of compliance. Obtaining 
more efficient administration by using 
tax data already available, thus avoid- 
ing duplication of effort, has seen its 
greatest advance thus far in the income 
tax field. Procedures have been devel- 
oped by the Bureau of Internal Reve- 
nue whereby the state tax administra- 
tors are permitted to request copies of 
income tax returns filed with the Fed- 
eral Government and to receive tran- 
scripts of additional assessments or 
changes in Federal returns. This serv- 
ice is provided at low cost. The states 
furnish the Bureau and Collectors’ Of- 
fices with similar information; but in 
this give and receive process, the Fed- 
eral Government is on balance a large 
giver. 

An attempt to avoid duplication of 
effort was embodied in the program of 
joint audits among the Sales-tax states 
which was introduced several years ago. 
For various reasons, this program was 
not successful. i 

This brief recital of the extent to 
which co-ordinating action and devices 
have become operative shows that the 
study and attention focused on the 
problem of overlapping and duplicate 
taxation has not been wasted effort. 


+ 
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Progress is slow; it took: considerable 
time and the continued interest and 
participation of many people to bring 
about even a partial reconciliation of 
the many conflicting interests encoun- 
tered. Perhaps more important is the 
indication that persistent attack on a 
limited objective yields results, and 
moreover that the results are obtained 
without interfering with the nice bal- 
` ances inherent in American federalism. 


OUTLINE FOR FURTHER PROGRESS 


There are a number of points on 


which attention and effort should be 
concentrated to obtain improvement 
over present conditions. Uniformity of 
tax bases among jurisdictions using 
sales and other excise taxes and income 
taxes is one of the more important 
points of attack for reducing the tax- 
payer’s cost of compliance and gener- 
ally simplifying tax administration. It 
is pretty difficult to sell uniformity as 
such, but the development of closer 
administrative relationships among the 
field staffs of the several states, as well 
-as between those of the Federal Gov- 
ernment and the states, may generate 
from within the administrative structure 
some pressures for the elimination of 
existing differences. 

The best chance for improvement in 
allocation methods lies in concentrating 
on the Massachusetts formula. It is 
the most widely favored of all, and as 
industry becomes less concentrated, it 
should become more acceptable. Per- 
haps some type of compromise—for ex- 
ample, tying the credit for taxes paid 
elsewhere to the state of residence and 
fixing the sales factor in the Massachu- 
setts formula universally on the basis 
of destination—might be a suitable 
method for resolving the basic eco- 
nomic differences which account for the 
present variety of formulas. 

The use of the cigarette tax field by 
states and local governments has been 
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criticized as to suitability on two 
grounds—the high cost of administra- 
tion and the ease of tax evasion. The 
criticism is just, but cigarette taxes are 
now in force in forty states and are 
probably here to stay. There is no 
sentiment for a federally collected and 
shared tax. Prospects for improvement 
in administration would be better if 
Congress enacted a bill to control the 
mail-order business in cigarettes. Con- 
sideration might then be more readily 
and safely given to the use of the in- 
ventory method of enforcement now 
used only in Massachusetts and Michi- 
gan, in place of the stamp system with 
its expensive ‘discounts, 

Taxation of gasoline used by com- 
mercial carriers in making a. transit of 
one or more states is again attracting 
notice. This problem was once trouble- 
some only where Diesel and liquefied 
petroleum gas were used; but there is 
a definite trend toward the enactment 
of statutes requiring payment of tax on 
all motor fuel, including gasoline, that 
is so used. In order to avoid the spread 
of retaliatory legislation such as that 
Jately enacted in New Hampshire, state 
tax officials must work out a method 
among themselves for the equitable ap- 
portionment of gasoline tax revenues 
paid by commercial carriers on routes 
extending through a number of states. 
The use of a single audit would be ap- 
propriate. 

The recent tendency’ of legislatures 
to broaden local tax powers means in 
some cases a third layer of taxes on the 
same subjects, and intensifies the pre- 
existing difficulties with respect to the 
cost of tax compliance and administra- 
tion. Where the state itself already im- 
poses a similar tax, administration by 
existing state agencies seems logical. 
Where there is widespread adoption of 
a local tax not already imposed by the 
state, pre-emption of the field by the 
state and distribution of the yield to 
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the localities seems to be the practical 
step to obviate problems of compliance 
and administrative efficiency. 

No pattern of future development is 
yet indicated, and it is difficult to pre- 
dict the reaction to broader municipal 
tax powers. 
no state income tax, several cities have 
adopted_local income taxes. In Cali- 
fornia, where there is a general state 
sales tax, well over 100 cities have 
enacted similar taxes, and all are sepa- 
rately administered. Louisville, Ken- 
tucky, arid St. Louis, Missouri, tax in- 
come and so does the state. In Penn- 
sylvania over 150 local governments 
have imposed taxes on income from 
wages and salaries, a field not utilized 
by the state, and all are separately ad- 
ministered. Over 900 separate taxes 
have been adopted locally in Pennsyl- 
vania since the legislature enlarged lo- 
cal tax powers in 1947. 

In the estate, inheritance, and gift 
tax fields there is increasing sentiment 
fora larger credit against the Federal 
tax. The recommendations that have 
been made for withdrawal of the Fed- 
eral Government from the field of estate 
taxation appear to have no chance what- 
soever of approval, because most of the 
states have had unsatisfactory experi- 
ences in the past with the so-called tax 
havens. 

The removal of remaining obstacles 
to state and local taxation on Federal 
areas, atid provision for tax payments 
or payments in lieu of taxes on certain 
types of federally owned property, seem 
probable, The conference on intergov- 


ernmental tax problems sponsored by 


Secretary of the Treasury John W. 
Snyder in April 1949 considered both 
matters, and there was considerable 
agreement expressed on the general 
principles involved. 
Recent trends in taxation at the state 
level shaw almost complete reliance on 
excises for new revenue. Consequently, 


In Ohio, where there is 
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state and local officials have advanced 
the proposal that when the Federal Gov- 
ernment is about to reduce taxes or to 
withdraw from some field of taxation, 
the choice of taxes to be affected should 
be determined with reference to the 
suitability of these tax fields for state 
and local use. Such a criterion would 
be applicable primarily to the taxes on 
gasoline, liquor, amusements, and serv- 
ices furnished by public utilities. Of 
these, the tax on amusements seems to 
be most eagerly sought for local ex- 
ploitation. This proposal was, in gen- 
eral, favorably received at the recent 
Treasury conference on intergovern- 
mental tax problems, although in view 
of the present budgetary situation, no 
recommendation for immediate action 
could be made. 


ADMINISTRATIVE COLLABORATION 


The most important advances that 
can be made immediately seem to lie 
in the development of plans for the 
close co-ordination of the operations of 
the administrative agencies in the field 
of tax collection. This is particularly 
applicable with respect to the field 
forces employed by the United States 
and the several states. Such co-ordina- 
tion will provide the maximum utiliza- 
tion of staff from the standpoint of cov-- 
erage, and it should operate to lower 
the cost of tax compliance, since it 
means less interference with the tax- 
payer in his office operations. It should 
also act as a powerful stimulant toward 
the attainment of more uniform tax 
bases in all fields of taxation involving 
the Federal Government and the states 
and local governments. It goes without 
saying that where similar field staffs are 
employed by local governments, their 
activities should be similarly worked 
into the over-all pattern. The Treas- 
ury Department has affirmed the de- 
sirability of such arrangements and has 
invited the co-operation of the states in 


~ 


CO-ORDINATION OF FEDERAL, STATE, AND LOCAL TAXATION 


the development of a scientific method 
of selecting tax returns for audit in con- 
junction with the present sampling pro- 
gram of the Bureau of Internal Reve- 
nue. 

The possibility of extending present 
Federal audit coverage on the gasoline 
tax, miscellaneous retailers’ excises, and 
the amusement tax, and in other fields 
where state sales tax auditors are now 
operating, is surely worthy of further 
exploration, since the Bureau of In- 
ternal Revenue does not have the staff 
to perform the field work and audits 
that are necessary to deal adequately 


with its approximately 56 million tax- 


payers. 

A specific program for co-ordinating 
administrative activities might well in- 
clude: (1) full exchange of rosters of 
taxpayers or assessment lists; (2) full 
exchange of data on every case involv- 
ing an additional assessment; (3) -one 
audit of a taxpayer to serve the require- 
ments of the Federal Government and 
any state or local government inter- 
ested; (4) selection of cases on the 
basis of judgment and experience and 


by the analysis of field operations, but: 


including some percentage of audits 
based wholly on a sample taken at 


‘random; (5) assignment of audit cases 


_ in intergovernmental tax relations. 


in such manner as best to utilize avail- 
able staff. For example, states or local 
governments might be in a better po- 
sition to audit particular types of tax- 
payers—farmers, medium-sized retailers, 
and tavern keepers. 


SOME PROCEDURES PASSED OVER 


This discussion of tax co-ordination 
and the indicated lines of procedure for 
improvement has been largely devel- 
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oped on the basis of extending still fur- 
ther the use of mechanisms and pro- 
cedures which have proved both fea- 
sible and acceptable. Such devices as 
delegated administration, Federal col- 
lection and sharing, Federal regulation 


of the taxation of-income derived from 


interstate commerce, and complete seg- 
regation of revenue sources do not seem 
to be in the cards, regardless of their 


‘merits. 


CONTINUING COMMISSION AS Co- 
ORDINATING AGENT 


The establishment of a continuing 
commission to deal with tax co-ordina- 
tion has often been recommended, but 
until this year Congress had not ex- 
hibited any particular interest in the 
matter. The report of the Hoover 
Commission urged the creation of a 
continuing commission on Federal-state 
relations, and provided the impetus for 
the introduction of $. 1946, sponsored 
by twenty-nine Senators. This bill 
calls for the creation of a commission 
to study the allocation of governmental 
functions and powers among’ the Fed- 
eral, state, and local governments and 
to recommend the most desirable fu- 
ture allocation of these functions and 
powers. The commission would study 
the fiscal relations of these governments 
for the purpose of achieving consistency 
in the fiscal policies followed by the 
several levels. Attention would also be 
given to revenue sources, the elimina- 
tion of intergovernmental tax competi- 
tion, grants-in-aid, and tax sharing. 
Considering the impressive sponsorship 
of this bill, it is not unlikely that tax 
co-ordination will receive official study 
as part of an investigation of over-all 
governmental relationships. 


Charles F. Conlon, Chicago, Illinois, has served as executive director of the Federation 
of Tax Administrators since 1941, and for many years has maintained an active interest 
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Our Tax Burdens and Taxable Capacity 


By Lewis H. KIMMEL 


T IS widely asserted that the taxes 


of the American people have reached | 


the peacetime limit of taxable capacity. 
A further expansion of public expendi- 
tures, it is said, would result in an in- 
supportable tax burden. In marked 
contrast, the fiscal situation is regarded 
by some economists and public officials 
with easy optimism. They are not con- 
cerned by pressures for increased pub- 
lic spending; taxable capacity is re- 
garded as practically unlimited. ‘These 
diverse views suggest that “tax burden” 
and “taxable capacity” should be clearly 
defined. l ` 


MEANING OF Tax BURDEN 


Tax burden may be defined as the 
weight or impact of taxes on the in- 
come of the individual or the people as 
a whole,t In using this term, we have 
in mind especially the proportion of in- 
come that is required for the payment 
of taxes, Both direct and indirect taxes 
must be taken into account. Though 
indirect or shifted taxes are commonly 
regarded as part of the price of goods 
and services, they are properly viewed 
as payments to defray the cost of gov- 
ernment. 

This usage of “tax burden” contrasts 
rather sharply with the more popular 
meaning. In everyday affairs, “tax 
burden” is used to refer to the aggre- 
gate taxes paid by the individual or by 
the people collectively. It is clear that 


1No invidious meaning attaches to “tax 
burden.”, This term is regarded by some as 
objectionable, for the reason that it seems to 
imply a cost that is excessive or one for which 
no return is received. Though in one usage 
“burden” is defined as “that which is borne 


or met with difficulty,” an equally valid use _ 


is “that which is borne or carried.” 


a rise in tax payments does not neces- 
sarily indicate that taxes have become 
more burdensome. Other things being 
equal, increased taxes can be reflected 
in heavier burdens only when taxes rise 
more rapidly than income. The test of 
burdensomeness is the effect on the in- 
come available for other purposes. 


MEASUREMENT OF Tax BURDENS 


Two measures have commonly been 
used to indicate the sizeof our tax bur- 
dens: (1) taxes per capita, and (2) the 
ratio of taxes to national income. Per 
capita comparisons are often of inter- 
est, especially when prices are stable 
and the role of government changes 
slowly. Under rapidly changing condi- 
tions, however, they are of little value. 

The ratio of taxes to national in- 
come ? is generally regarded as the best 
measure of the over-all tax burden. The 
national income comprises the fund out 
of which virtually all direct and indirect 
taxes are paid. In practice, the income 
fund from which taxes are met may be- 
somewhat smaller than the national in- 
come; for example, personal income 
taxes cannot be paid with undistributed 
corporate profits or social security ac- 
cruals. However, as long as the differ- 
ence is small, this is not particularly 
important. 

Tax collections have averaged close 
to one-fourth of the national income 


2The national income may be defined as 
the returns to the people during a given year 
or other period for the work they do and 
for the productive use of property or capital 
they own. It thus includes all income pay- 
ments received by the people, such as wages 
and salaries, interest and dividends, and pro- 
prietorship incomes, together with certain ac- 
cruals, 
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since the end of World War II, as may 
be seen in the accompanying table. 
The peak figure was about 26 per cent 
for 1946; including social security 
taxes, the ratio was 27.4 per cent. The 
ratios for 1947 and 1948 were some- 
what lower. than for 1946, but they 
were well above those for the immedi- 
ate prewar years. 

The increase in the ratio of taxes to 
national income since 1940 has re- 
sulted entirely from the sharp rise in 
Federal taxes. The Federal ratio has 
recently been roughly three times that 
for 1940. On the other hand, the ratios 
for both state and local governments 
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are lower than before the war. How- 
ever, since postwar adjustments in state 
and local finances are far from com- 
plete, somewhat higher ratios seem 
likely in the near future. 


s * p Ld a . 


It is frequently stated that the peace- 
time tax burden cannot exceed 25 per 
cent of the national income without 
serious adverse consequences. ‘Thus, it 
has been asserted that “students of eco- 
nomic history have found reason to be- 
lieve that, as a general rule, 25 per cent 
of the national income marks approxi- 
mately the limit of tolerance in a sys- 


Tax COLLECTIONS AND NATIONAL Income, SELECTED FISCAL YEARS 


National Income and Tax Collections 


(in billions of dollars) 
Item i 1930 1935 1940 1946 1947 1948 
National income*........ 81.2 52.7 76.9 | 181.1 | 190.6 | 214.0 
Tax collections: 
Federal i245 sdew cd ona nar 3.5 3.5 4,8 36.8 34.8 37.6 
State’ si cake altace asaswes 1.8 1.9 3.0 4.6 5.3 6.3 
BOCA eener eerie ee 5.0 4.3 5.0 5.4 6.2 7i 
Totals aaneren Darha 10.3 9.7 12.8 46.8 46.3 51.0 
Social security taxes..... i 1.7 2.8 3.0 Py 
Total, including social | | 
security taxes......... 10.3 9.7 14.5 49.6 49.3 54.5 
Ratio of Tax Collections to: National Incore . 
(In percentages) 

Pederdlccacy viviefacudsanaacs 4.3 6.6 62 | 203 | 182 | 176 
E ao 445 ur E A E ors 2.2 3.6 3.9 2.5 2.8 2.9 
Ea o E EEEE EE EAE 6.2 8.2 6.5 3.0 3.3 3.3 
Totilepaciera chere 12.7 18.4 16.6 V 25.8 24.3 23.8 
Social security taxes..... 2.2 1.6 1.6 1.6 

Total, including social | | . 
security taxes......... 12.7 18.4 18.8 27.4 25.9 25.4 


e The figures for national income here used are averages for the calendar year indicated 


and the preceding calendar year. 


This is necessary in order to place the figures for national 


income on a basis roughly comparable to those for tax collections. 
b In compiling the state and local figures here shown, the distinction between local shares 
in state-collected taxes and grants-in-aid has been retained. Local shares are included in 


local taxes. 
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tem of private enterprise.” * Similarly, 
Herbert Hoover has said that the tax 
burdens of recent years, which have 
averaged close to 25 per cent of the na- 
tional income, represent the “saturation 
point in the way of taxation.”* Re- 
alistic appraisal of statements such as 
_ these requires that the nature of tax- 
able capacity be explored. 


| NATURE OF TAXABLE CAPACITY 


Taxable capacity may be defined as 
the capacity to raise revenues without 
extreme interference with productive ac- 
tivity and the operation of the economy." 
Since all taxes affect income- and 
wealth-producing processes in one way 
or another, the emphasis is on extreme 
interference rather than on interference 
as such. Our definition suggests that 
there are limits beyond which govern- 
ment carinot go in its exercise of the 
taxing power. It is not possible, how- 
ever, ‘to determine by objective tests or 
a mathematical formula the point at 
which taxable capacity would be ex- 
` ceeded; 
~ The -national income is a major de- 
terminant of taxable capacity. A high 


level of taxable capacity is possible - 
only when the national income is at- 


high figures. _ Special importance at- 
taches 'to the margin of the people’s‘in- 
come above that required to cover 
basic needs such as food and shelter. 
The larger the portion of income that 
is devoted to unessential consumption, 
the greater taxable capacity tends to 
be. It is what is left-after providing 
for essential private consumption that 
can be reached by direct taxes on indi- 


3“The Federal Budget and Taxpaying Ca- 
pacity,” The Guaranty Survey, Vol. 28, No. 
10 (Jan. 31, 1949), p. 1, 

4 New York Times, Feb. 1, 1949, p. 29, 

5 This definition is valid only for an 
economy organized mainly on the enterprise 
principle. It is inapplicable to a completely 
socialized or communistic society. 
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viduals.. A rise in per capita per- 
sonal income—with prices remaining 
unchanged—tends to be reflected in a 
more than proportionate increase in 
taxable capacity. That is, the relative 
increase in the margin above essential 
private consumption is greater than 
the percentage rise in total income. 

_ The distribution of functions between 
the private and public sectors of the 
economy is a second factor determining 
taxable capacity. In the United States 
the bulk of the people’s needs are 
met through the private sector. At 
the same time, the significance of the 
functions and activities of government 
should not be minimized. Public serv- 
ices are essential in a complex modern 
society; in many cases they comple- 
ment the productive activities of the 
private sector. Moreover, in some in- 
stances, such as education, activities 
formerly assigned to the private sector 
have been transferred in large part to 
the public sector. For this ‘reason, 


‘among others, taxable capacity cannot 


be viewed as fixed and inflexible. 

The nature of the tax system is a 
third. factor influencing taxable ca- 
pacity. Special importance attaches to 
the diversity of revenue sources that 
can be used effectively. There are at 
least three reasons for the relation be- 
tween the number of acceptable and 
productive tax sources and taxable ca- ` 
pacity: (1) after a given point is _ 
reached, additional rate increases tend 
to yield less than proportionate reve- 
nues—the familiar principle of dimin- 
ishing returns; (2) it may ‘be imprac- 
ticable to rely on a single tax for all or 
most revenues, because of imperfections 
in its application; and (3) administra- 


6 The “what-is-left” portion of income as 
a basis for taxation has long been emphasized. 
See, for example, Henry C. Adams, The Sci- 
ence of Finance (New York, 1898), p. 29; 
and Sir Josiah Stamp, Wealth and Taxable 
Capacity (London, 1922), p. 112. 
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_ tive and enforcement problems are ac- 
.centuated when reliance is placed on a 
few taxes imposed at high rates. How- 
ever, diversity of tax sources is not an 
end in itself. The point to. be empha- 
. sized is that there are a number of tax 
bases that are practicable for peacetime 
use. In the pursuit of tax justice or 
any other ideal, the number of bases 
should not be unduly restricted. 

_A final factor influencing taxable ca- 
pacity that is often overlooked is. the 
reactions of the people. . Though atti- 
tudes toward expenditures are impor- 
tant, most people are more aware of the 
taxes they pay than of benefits from 
public services. ‘There exists in every 
situation a certain psychological limit of 
taxation which cannot be passed with- 
out strong reactions.” 7 
a feeling of injustice by the taxpayer 
should be a first concern of both the 
legislator and the administrator. Tax- 
payers’ reactions are of great economic 
.Importance. If the weight of taxation 
should so restrict economic incentives 
as to bring about a lower level of na- 
tional income, the economic limits of 
taxation would-be clearly exceeded. 


ARE Our Taxes Too BURDENSOME? 


Taking into account the size and 
composition of the Nation’s tax bill, are 
taxes unnecessarily burdensome? Do 


‘they seriously deter capital expansion ` 


and economic progress?® Since the 


American people have been paying an. 


annual tax bill of roughly 50 billion 
dollars for several years, these questions 
may seem superfluous. However, re- 


t Gerhard Colm, “Theory of Public Ex- 
‘penditures,” The Annals of the American 
Academy of Political and Social Science, Vol. 
183 (Jan. 1936),.p. 9. 

8 Personal reactions to taxes and one’s views 
concerning the expansion of the public sector 
-doubtless make completely objective answers 
impossible. The most that can be hoped for 
is a high degree of objectivity, or a minimum 
of bias. 


Avoidance of _ 
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cent. experience cannot be accepted as 
conclusive evidence that the existing 


level of taxation is-within the peacetime 


limit of taxable capacity. During the 
extraordinary business boom of 1946— 
48, adverse tendencies ordinarily asso- 
ciated with heavy taxes were tempo- 
rarily overshadowed by strongly infla- 
tionary’ forces. - 

A- realistic approach to our tax bur- 
dens requires that some attention be 
given to the composition of the annual 
tax bill. The point is sometimes made 
that a portion of the total consists of 
levies that are not taxes in a strict 
sense. Thus, there are those who claim 
that social security taxes should not be 
classed as taxes. In addition, some two 
billion dollars of motor vehicle fuel and 
license taxes are in the nature of user 
or special-benefit taxes. Though some 
elements of the tax system are clearly 
in the nature of quasi taxes, we believe 
all exactions under the taxing power 
should be taken into account. The 
common feature of all taxes is that they 
have a ‘generalized incidence. That is, 
they involve the appropriation by gov- 
ernment of a portion of the people’s in- `. 
come, which otherwise would be avail- 
able to purchase consumers’ goods or 
for private capital formation. 

Differences in the character of ex- 
penditures are also part of the problem. 
A major segment of public expenditures 
consists of payments for goods and serv- 
ices, while another large portion takes 
the form of transfer payments-—veter- 
ans’ benefits, old-age pensions, interest, 
and the like. The distinguishing char- 
acteristic of transfers is that there is no 
draft on the labor and material re- 
sources of the Nation. It does not fol- 
low, however, that these transfers are 
burdenless from a fiscal standpoint. On 
the contrary, for taxpayers not sharing 
in the distributions, taxes to cover 
transfers may bé more burdensome 
than those used for other purposes, be- 
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cause there is no return in the form of 
current services. 


« 2 * 


Considering the ramifications of gov- 
ernmental activities and the tax sys- 
tem, there seems little doubt that our 
taxes are more burdensome than they 
should be. The discussion thus far sug- 
gests that a tax and fiscal policy con- 
ducive to high-level national income is 
essential if our tax burdens are to be 
kept under control. There are the ad- 
ditional inferences that imperfections in 
the tax structure should be corrected, 
and that every effort should be made to 
attain maximum efficiency in expendi- 
tures. 


Tue Tax STRUCTURE AND TAX 
BURDENS 


The burdensomeness of taxation is in- 
creased; whenever total taxes are poorly 
distributed. Any claim of maldistribu- 
tion is subject, of course, to the coun- 
terclaim that such a charge presup- 
poses an ideal apportionment, concern- 
ing which there can be no general 
agreement. The validity of this view 
is recognized. Nevertheless, there are 
certain features of the tax system which 
so clearly add to the burdensomeness 
of taxation that their correction is re- 
garded as.desirable by almost all stu- 
dents of taxation. It is not our posi- 
tion that the tax system is hopelessly 
distorted or inadequate. The point to 
be stressed is that the tax burden might 
be lightened appreciably by desirable 
changes. Two examples are here dis- 
cussed. 

Perhaps the best example is the pres- 
ent disproportionate rate for the Fed- 
eral corporate income tax. The basic 
rate for this tax is 38 per cent, with 
somewhat lower_rates for small incomes. 
The first-bracket rate for the personal 
income tax is 16.6 per cent. Since divi- 
dends are subject to full personal rates, 
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the corporate income tax is properly re- 
garded as a business tax imposed at 
high rates. A corporate income tax im- 
posed at high rates affects the tax bur- 
den, because it is unfavorable to eco- 
nomic expansion; repercussions on the 
volume of national income are virtually. 
certain. This tax affects the economy 
at a vulnerable point—the expanding 
and growing firm. Its impact is likely 
to be especially severe in the case of 
moderate-sized firms operating outside 
the administered-price sector, which 
hope to expand from earnings. Both 
the impact of present taxes on earnings 
and that of future taxes on prospective 
earnings act as deterrents to the ex- 
pansion of these firms. For most com- 
panies in this category, the conscious 
control of price policy which the shift- 
ing of a corporate income tax assumes is 
not possible. 

One of the anomalies of taxation is 
that the form of the tax system is in- 
fluenced more by group pressures and 
political exigencies than by economic 
considerations. Thus, the impression is 
given that the corporate income tax can 
have no effect on the “economy other 
than a lightening of the tax burdens of 
the majority of the people. The pos- 
sibility that most of the larger estab- 
lished firms might recoup all or most of 
the tax through higher prices is disre- 
garded,’ as is also the often severe im- 
pact on the growing firm. The end re- 
sult is a sort of camouflaging of the tax 
burden in the hope of making it more 
palatable. 

Defects in application are especially 
apparent in the case of the property 
tax. Because of the virtual impossi- 
bility of taxing most other forms of 


ə Tt was long held that the Federal corpo- 
rate income tax was borne by the stockhold- 
ers. More sophisticated analysis has suggested 
that a large part of the burden is probably 
shifted into prite, especially by firms in ad- 
ministered-price areas of the economy. 
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property on an equitable basis, there 
can be little quarrel with the limita- 
tion of property taxation, to real estate 
in some states or with the tendency for 
it to become a.real-estate tax in others. 
But the undermining of the real-estate 
base in various ways may well be ques- 
tioned. Since the property tax is the 
backbone of local finance, it would 
seem that preservation of the real- 
estate base should be a first concern of 
state and local governments. 

Perhaps the most pernicious form of 
whittling away at the real-estate base 
is the homestead exemption or credit. 
An avowed objective is to make home 
ownership more attractive, especially to 
families with maderate and low incomes. 
On close examination, however, this spe- 
cies of exemption appears to be nothing 
more than a response to a carefully di- 
rected group pressure. Where substi- 
tute revenues from other sources have 
not been made available, a portion 
of the property tax burden has been 
shifted to others than home owners, 
principally to business property and 
income-producing or rental residential 
property. Included among the latter 
are a variety of apartments and homes 
occupied by families whose circum- 
stances do not justify home ownership. 
Arbitrary shifting of any portion of the 
burden of the real-estate tax to either 
the low income groups or productive 
enterprise is indefensible.?° 

Unwarranted exemptions result not 
only in a lower tax base, but also in a 
reduction in taxable capacity. There 
are only a limited number of tax bases 
that are both productive and acceptable. 
Maintenance of an unused margin of 
taxable capacity requires that they be 

10 Other exemptions that reduce the real- 
estate base include those granted to veterans 
and to manufacturing industry. The latter 
type of exemption is especially prevalent in 
the South. James W. Martin and Glenn L. 


Morrow, Taxation of Manufacturing in the 
South (University, Alabama, 1948), pp. 24 ff. 
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not reduced to impotence by amend- 
ment or other means. 


SHoutp Tax Rates BE LIMITED? 


It is held by some that the tax burden 
would be more readily supportable if 
rates for Federal income and death 
taxes were limited by constitutional 
amendment. Thus, prior to World War 
II a rate limitation of 25 per cent was 
advocated for these taxes. The under- 
lying thought was that, in the absence 
of any limitation, there was a strong 
tendency for progressive rate schedules 
to be carried to excessive heights. In 
addition, some advocates of rigid limi- 
tations seemed to believe that lower 
public expenditures would automatically 
follow. ` 

There is no denying that Federal tax 
rates have risen enormously under the 
impact of wars and depressions, or that 
revision of progressive rate schedules 
may be desirable. But it does not fol- 
low that arbitrary constitutional limi- 
tations would be a desirable corrective. 
On the contrary, such limitations would 
tend to destroy the freedom of action 
which is the essence of the democratic 
way. 

The danger of Federal rate limita- 
tions may be illustrated by. reference to 
the situation that would have prevailed 
if the proposed limitation had been 
adopted in 1937 or 1938.42 The financ- 
ing of World War II would have been 
greatly handicapped. No excess profits 
tax would have been possible; the cor- 
porate income tax rate was above 25 per 
cent before we entered the war. In 
addition, a maximum personal rate of 


11 The limitation then advocated did not 
provide for a wartime exception, as did later 
versions. William Anderson, “The United 
States: Limited or Unlimited,” in Skould 
There Be a Constitutional Amendment Limit- 
ing Federal Income, Estate, and Gift Taxes? 
Forum Pamphlet No. 3, Tax Institute, New 
York, 1944. 
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_25 per cent would have meant a reve- 
nue loss of billions. While it may be 
argued that the amendment could have 
been revised in order to meet wartime 
needs, this completely overlooks the 
time-consuming nature of the amend- 
ing proress. . 

It might be claimed that heavy sales 
and consumption taxes could have taken 
up the slack. The requirements of war 
finance: definitely called for taxes that 
would fall heavily on consumer spend- 
ing. Because of the effects of sharply 
rising taxes on workers’ incentives, how- 
ever, much heavier consumption taxes 
would doubtless have been practicable 
only if it had been clear that a whole- 
sale shifting of tax burdens was not 
contemplated. 

Looking to the future, a reserve of 
taxable capacity that can be drawn 
upon in the event of emergency should 
be a prime objective. Such a reserve 
requires that the Federal taxing power 


should not be narrowly circumscribed. ° 


To tie the hands of the Federal Govern- 


ment by restrictive amendments would. 


not be compatible with the freedom of 
action our role in world affairs implies. 


PUBLIC EXPENDITURES AND TAX 
BURDENS 


Tax burdens can be held within 
bounds only through the control of 
public expenditures. This may seem a 
truism, yet its importance is frequently 
overlooked. 

The goal of the people should be a 
balanced program of public expenditure 
—one that can be fairly construed as 
within the peacetime limit ‘of taxable 
capacity. In practice, it is impossible 
to attain the most desirable level of 
public. expenditures or an ideal distribu- 
tion by function. . Not all expenditures 
are subject to immediate control. A 
major portion is an outgrowth of past 
‘ wars and prior commitments. Another 


must be minimized. 
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reason is that in a nation with over 
150,000 public spending units, the opti- 
mum level of. expenditure will always 
be unattainable. The most that can be 


_ hoped for is a rough approximation to 


the public interest. 

The most potent factor influencing 
the level of public expenditures, aside 
from wars, is the activities of pressure 
groups.. Organized pressure groups are 
both a cause and an effect of. expand- 
ing governmental activities." It is a 
familiar fact that in their promotional 
efforts these groups are often aided by 
public officials with a partisan interest 
in particular activities. Pressure groups 
not only augment fiscal requirements; 
they also bring about distortions in the 
distribution of the total. Only through 
accident is a semblance of balance at- 
tained. 

If our tax burdens are to be con- 
trolled, the influence of pressure groups 
Simply stated, 
this means that the elected representa- 
tives of the people must think increas- 
ingly of the public interest. Complete 
repudiation of the cynical view that 
the public interest can be roughly 
identified as the sum of the interests of 
a variety of pressure groups is essential. 

Another requirement is that continu- 
ous attention be given to priorities. 
That is, the claims of particular func- 
tions and activities should be considered 
in the light of .the requirements for 
other functions and activities. The 
Federal budget for the current year 
provides a good illustration. This 
budget includes the huge sum of 21 
billions for national defense and inter- 
national affairs and finance. As long 
as an abnormal situation prevails in 
these areas, it seems only the part of 
wisdom to postpone proposed expan- 
sions in other directions. 


1 


12 Harold W. Dodds, Hindrances to Good >- 
Citizenship (Occasional Paper No. 48, Uni- . 


versity of Hawaii, April 1949), p. 8. 
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The prevailing situation contrasts 
sharply with one in which adequate 
consideration would be given to priori- 
ties. Almost every program calling for 
new or increased expenditures is pre- 
sented as a matter of the greatest ur- 
gency. Rather than abating, pressures 
for larger expenditures for welfare pur- 
poses have become more intense at the 


time when defense and international. 


requirements are at peak figures. Fed- 
eral aid for public school education ap- 
pears to have an excellent chance of 
approval, following more than a decade 
of promotion.. Housing aids are con- 
tinually being urged, and pressure for 
compulsory health insurance is unre- 
lenting. 

Under a first-things-first approach, a 


legislator intent upon serving the pub- . 


lic interest might conclude that expan- 
sion of welfare activities should await 
the outcome of the cold war and our 
efforts at foreign rehabilitation. Or he 
might decide that some assistance to 
housing should be provided, but that 
expansion of other welfare activities 
should not be considered now. Such 
an approach would seem only the part 
of statesmanship. The more common 
approach, however, is to vote for all 
expenditures favored by influential mi- 
norities. - 

It has been suggested that Federal 
expenditures might be controlled by in- 
cluding all appropriations in a single 
bill. Logically, the first step would in- 
volve the appraisal of requests for funds 
by functions and subclassifications. Im- 
plicit in this approach is the assumption 
that.the relative merits of proposed ex- 
penditures within a given functional 
classification would be carefully ex- 
amined prior to final consideration of 
the budget. Unless this were done, an 
approach in terms of priorities would 
not achieve the desired results.** 


13 We cannot here explore all angles of a 
single or unified Federal appropriations bill. It 


” 
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CONTROLLING THE BUDGET 


It is essential that a budget total be 
clearly in mind from the beginning of 
the budget process. Since it is too 
much to expect that most departments 
and agencies will voluntarily limit their 


-requests, the first point of control 


should be the President and the Bureau 
of the Budget.** The President, in con- 
sultation with the Bureau, should de- 
cide upon a figure for total expendi- 
tures, and aggregate expenditures in the- 
budget should be. held within this fig- 
ure. Though this would not ensure 
that expenditures approved by the Con- 
gress would be held within the budget 
total, strong executive leadership at this 
stage would go a long way toward 
achieving expenditure control. . 

In deciding upon a budget total, the 
President and the Bureau might well . 
think in terms of the relationship be- 
tween public expenditures and the na- 
tional income. For example, suppose 
it should be agreed that combined pub- 
lic expenditures—Federal, state, and lo- 
cal—should not exceed one-fourth of 
the national income, and that a na- 
tional income of 200 billion dollars is 
a reasonable expectation." Suppose 
further that indicated state and local 
expenditures are 14 billions, exclusive 
of expenditures financed from grants. 


is recognized that it may have certain weak- 
nesses. ‘Thus, in the absence of an item veto, 
it might lend itself to abuse. Riders of vari- 
ous kinds might prove troublesome. Suppose 
that a veterans’ bonus of the Rankin type 
were attached to the annual appropriation 
measure ! 
- 14At present the Bureau undertakes to 
pare the requests of departments and agen- 
cies. However, these reductions are usually 
made without any grand total clearly in view. 
15 The ratio of one-fourth here used is not 
intended to suggest that this proportion marks 
the limits of taxable capacity. It should be 
the goal of the President, the Bureau of the 
Budget, and the Congress to hold taxes well 
within taxpaying capacity. 
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The maximum Federal budget would 
thus -be 36 billions.*® 7 


* The basic problem is to hold govern- 
mental expenditures—and our tax bur- 
dens—within the limits of taxable ca- 
pacity.17 In these uncertain times a re- 


18 A ratio of expenditures to national in-. 
come of 25 per cent would mean a somewhat 
lower ratio of faxes to national income, per- 
haps about 23 per cent not including pay- 
roll taxes credited or transferred to trust 
funds. 

17 The issue of expenditure control is not 
one of conservatism versus liberalism or versus 
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serve of taxable capacity is essential. 
At this juncture fiscal stability is more 
than a prerequisite for internal eco- 
nomic stability. The financial integrity 
of the Federal Government stands at 
the center of the resistance to totali- 
tarian aggression and of the hopes of 
the Western world. 


a progressive attitude towards public expendi- 
tures, “Realistic Liberalism,” Commencement _ 
Address by Senator Irving M. Ives at the 
New School for Social Research, New York 
City, May 31, 1949. The New York Times, 
June 1, 1949, p. 27. 
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A Legislator’s Viewpoint on Tax Policy 


By Harry F. BYRD 


HE purpose of a tax policy in a 
free nation at peace should be to 


produce the revenue required to meet ` 


its public expenditures. In the United 
States, public expenditures and tax 
levies are made by Federal, state, and 
local governments. When the tax re- 
quirement reaches the point: of dimin- 
ishing returns, prosperity expires. When 
it becomes confiscatory, freedom is lost. 
The alternative to tax increase is ex- 


penditure reduction. This is in accord . 


with the system of checks and balances 
so wisely woven at the beginning into 


the whole government fabric of the 


United States. 

In this era, nothing on earth is more 
important than the solvency of the 
United States and the preservation of 
our free enterprise system. Without 
these our form of government will be 
destroyed, and freedom, wherever it is 
left, will perish. During the past two 
decades the Federal Government of this 
country has acquired an omnipresence 
in local, state, national, and foreign af- 
fairs, and for this reason the preserva- 
tion of national solvency, the free enter- 
prise system, our form of government, 
and freedom at home and abroad is now 
tied directly to the Federal fiscal situa- 
tion. 

Therefore consideration of the Fed- 
eral fiscal situation must come first in 
any discussion of a tax policy for a 
prosperous America, as a legislator sees 
it. However, state and local taxes must 
not be overlooked. Together, Federal, 
state, and local taxes are taking more 
than $50 billion annually from the 
American pocketbook, and this is ex- 
clusive of pay-roll taxes. At all levels 


of government, taxes are determined by. 
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public expenditures. No one can deny 
that Federal policies with respect to 
both expenditures and taxes directly 
and indirectly affect state and local 
fiscal policies on both sides of their 
budgets. 


THE FEDERAL FISCAL SITUATION 


Since virtually every major public 
policy in the free democratic world to- 
day—including a tax policy for a pros- 
perous America—in some measure is 
dependent upon the Federal fiscal situa- 
tidn, it would be well to examine it. 

Federal expenditures in the United 
States this year will total between $42 
billion and $45 billion. On the basis of 
present spending policies, commitments, 
and proposals, expenditures next year 
will total between $45 billion and $50 
billion. 

Federal revenue and receipts in the 
United States this year will total be- 
tween $37 billion and $38 billion. Pres- . 
ent economic prospects do not give rea- 
son to expect that the present Federal 
tax policies—or any other—will produce 
substantially more next year. 

The Federal deficit in the United 
States this year may be expected to 
total between $5 billion and $8 billion. 
Next year it is likely to be higher. 

Federal expenditures last year ex- 
ceeded revenue and receipts by nearly 
$2 billion. To date there is no appar- 
ent demand of persuasive force on the 
part of either the public or the govern- 
ment for expenditure reduction even 


in the years beyond fiscal year 1951. 


This new chain of deficits which began 
last year is to be piled on an existing 
Federal debt already standing at a 
quarter of a trillion dollars. 
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If it is conceded that sound Federal 
fiscal policy.is a factor in the stability 
of our national economy, then it is ob- 
vious that under present and foreseeable 
circumstances and conditions a balanced 
budget is the first requirement for sus- 
tained and sound prosperity. 

On the revenue side of the budget, 
we know present tax policies, structure, 
and rates will not produce receipts suf- 
ficient to balance with authorized ex- 
penditures. Even at present rates, 
there is documented evidence that busi- 
ness expansion is discouraged. If taxes 
were raised, it is virtually certain that 
the point of diminishing returns would 
_ be reached before balance with expendi- 
tures was achieved. In time of peace, 
revenuée‘in dollar volume would have to 
equal and exceed the highest total of 
the wat years when excess profits were 
being taxed to the maximum. 

If taxes were lowered to a point that 
would encourage any substantial busi- 
ness expansion, it is extremely doubtful 
that revenue from increased business 
volume would compensate for revenue 
lost by; reduction in rates. The expan- 
sion would have to bring in from $12 
billion to $15 billion in taxes. 

Thus it appears that under present 
and foreseeable circumstances, condi- 
tions, and national spending policies, 
there is no conceivable tax policy that 
could contribute substantially to sus- 
tained: sound prosperity in the United 
States. 


SPENDING Must BE REDUCED 
BEFORE TAXES 


` That is to say—as one member of the 
United States Senate sees the Federal 
fiscal situation and the condition of the 
national economy—downward revision 
of Federal spending policies and prac- 
tices must precede revision of the tax 
policy if sustained.sound prosperity is 
to be served. In fact, on the expendi- 


~ 


_ functions. 


ture side of the Federal budget, reduc- - 
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tions must be accomplished if the Na- 
tion is to remain solvent under any tax 
policy. And reduction can be accom- 
plished. With the budget submitted by 
the President in January as a base, ex- 
penditures could be cut by $10 billion 
or more without impairment of the Gov- 
ernment’s integrity or its essential se- 
curity and general welfare functions. 

Nearly $3 billion could be saved 
simply by eliminating the increases: rec- 
ommended this year in more than three 
hundred budget items outside of. re- 
quests for the Military Establishment, 
foreign aid, contributions to retirement 
systems, veterans’ pensions and bene- 
fits, claims, judgments and all other 
nondeferrable commitments, imperative 
obligations, and fixed charges, 

Another $2 billion could be saved in 


the domestic civilian items, where the 


number of employees has increased by 
65,000 since 1947. At least half of this 
reduction could be achieved by elimi- 
nating nonessential public works and 
slowing down deferrable projects. 
With prompt and effective unifica- 
tion, at least $3 billion should be saved 
in the Military Establishment. The 
cold war is no warmer now than it was 


in 1948, but the military expenditure 


budget estimate this year was $3 billion 
more than it was then. 
Since that time military responsibili- 
ties have been reduced extensively, no- 
tably in its occupation and war clean-up 
This curtailment is indicated 
clearly by a decrease of 68 per cent in 
civilian personnel employed abroad by 
the components of the Military Estab- 
lishment. Yet in the same period civil- 
ians employed by the Military Estab- 
lishment inside continental United States 
increased by 100,000. Its civilian em- 
ployment now runs to nearly a million, 
or 1 civilian to about 2 men in uniform. 
At the war peak the ratio was about 1 
civilian for each 5 men in uniform. At 
least a billion dollars should be saved 
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by reduction in civilian employment in 
the Military Establishment. 

Approximately $6 billion of military 
funds goes for expenditures outside of 
civilian and uniformed personnel pay 
rolls. Unification of the three large 
military services plus the Marine Corps 
should reduce this by at least a third. 

Still another $2 billion should be 
saved in foreign aid. Postwar foreign 
aid will have been going on five years 
when the current fiscal year ends. We 
have already spent nearly $30 billion 
in these programs. And this year the 
bill will still‘be almost at the peak level. 
It could be reduced more than $2 bil- 
lion and still be equal to the amount 
spent in 1947. Unless we propose to 
underwrite foreign relief permanently, 
we must begin tapering off in these tre- 
mendous expenditure programs. 

These reductions would total $10 bil- 
lion summarized as follows: $3 billion 
in run-of-the-mill domestic civilian in- 
creases; $2 billion in nonessential and 
deferrable domestic civilian expendi- 
tures; $3 billion in the Military Estab- 
lishment; $2-billion in foreign aid. 

With these reductions the Federal ex- 
penditure budget would still be running 
at between $32 billion and $35 billion. 

No one will contend that a policy of 
‘increasing taxes in the current economic 
situation would be conducive to pros- 
perity. At the same time, it is con- 
ceded that changes in the Federal tax 
policy are desirable. But the net effect 
would be to reduce revenue substan- 
tially if they were to have any appre- 
ciable effect on business volume. If 
all the immediately desirable changes 
were made, the reduction in revenue 
probably would be from $5 billion to 
$10 billion. 

Therefore, if we are to improve the 
fiscal condition of the Government, it 
is obvious that expenditure reduction 
must precede tax policy revision. Until 
expenditure reduction is accomplished, 
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citizens and business cannot justify de- 
mand for tax reduction, the administra- 


tion cannot justify recommending tax. 


reduction, and legislators cannot justify 
voting for tax reduction; for all should 
know full well that continuous Federal 
deficit, financing against a Federal debt 
of more than a quarter of a trillion dol- 
lars will never produce sustained sound 
prosperity. 


SOME DESIRABLE TAX REFORMS 


If and when Federal expenditures are 
cut at least $10 billion, there will be 
justification for the contention that sus- 
tained sound prosperity would be served 
by a review of the Federal tax policy 
which would include adjustment in indi- 
vidual and corporation taxes, taxes on 
dividends, earned income credit, excise 
taxes, capital gains taxes, depreciation 
credit, corporation loss provisions, com- 
promise and adjustment provisions, ad- 


‘ministrative procedures, and delinquent ` 


and refund interest. 

Any substantial reduction in indi- 
vidual taxes would result in revenue 
loss of at least a half-billion dollars. 
It has been suggested that such a re- 
duction might be coupled with an in- 
crease in corporate taxes which would 
bring the maximum individual and cor- 
porate tax rates more closely in line. 


Roughly, each percentage point of cor- ` 


poration tax increase would yield ap- 
proximately $250 million, until the 
point of diminishing returns was 
reached. Under current economic con- 
ditions it is difficult to see how increas- 
ing corporation taxes would be con- 
ducive to prosperity. 

A general revision of tax policy 
should include an examination of the 
so-called double taxation of corporate 
income. It has been suggested that a 
a credit of from 10 to 16 per cent be 
allowed to individual stockholders for 
taxes already paid by the corporation. 
It is estimated that such an allowance 
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would reduce Federal revenue by- half 
a billion dollars a year. 

If the new tax policy should give sub- 
stantial relief through preferential treat- 
ment of earned income, the loss in reve- 
nue would be extensive, although diffi- 
cult to estimate. 

If wartime excise taxes, exclusive of 
prewar excise levies, were repealed, the 
reduction in revenue would be $2 bil- 
lion. 

If tax laws and regulations were re- 


vised to give more freedom for depre-- 


ciation credit or amortization of plant 
and equipment outlays, the loss in reve- 
nue might be as high as from $3 billion 
to $5 billion. 

Any worth-while change in the capi- 
tal gains tax would result in some loss 
of revenue. 

The carry-forward and the carry-back 
provisions with respect to corporation 
losses as provided in the bill passed by 
‘the House of Representatives during 
the Eightieth Congress would result in 
some loss of revenue, not much, but 
possibly about $100 million. 

. Revision of the law and regulations 
concerning administration of tax laws, 
and compromises and adjustments, is 
long overdue; but if it were instituted 
at this time, it is probable that the re- 
sult would be a loss in revenue of up 
to a half-billion dollars. 

There is much to be_said on the sub- 
ject of the appropriate interest rates to 
be chatged by the.Government on un- 
derpayments of tax claims, and to be 
paid by the Government on overpay- 
ments; but it is probable that any re- 
vision at this time would result in loss 
of revenue—not gain. 

Thus, if expenditures were reduced by 
$10 billion, it may be estimated that 
desirable revisions in the Federal tax 
policy would reduce revenue by a mini- 
mum of $6 billion to $7 billion, which 
may be summarized categorically. as 
follows: $0.5 billion from individual in- 


billion. 
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come tax reduction; $0.5 billion from 
dividend tax reduction; $2 billion from 
wartime excise tax repeal; $3 billion 
from revision in laws and regulations 
applicable to credit for depreciation or 
amortization; $0.5 billion from revision 
in laws and regulations concerning ad- 
ministration compromises and adjust- 
ments; $0.5. billion in other revisions 
including those relative to credit for 
earned incomes, capital gains taxes, cor- 
poration losses, and interest ; total, $7 
billion. , 

This reduction, applied to the Fed- 
eral revenue and receipts estimate for 
the current fiscal year, would leave a 
balance of $30 billion to $31 billion. 

A $10 billion- reduction in expendi- 
tures, applied to the expenditure esti- 
mates for the current fiscal year, would 
leave a balance of $32 billion to $35 . 
billion. 


THe Spenpinc-Tax DILEMMA 


From these projections it is seen that 
if the tax policy were revised before ex- 
penditure reductions were accomplished, 
the deficit would run from $12 billion 
to $15 billion. There is no experience 
to justify a contention that increased 
volume of business resulting from tax 
policy revision could compensate for 
such a deficit. 

If expenditure reductions of $10 bil- 
lion preceded desirable tax policy re- 
visions, it is indicated that the deficit 
to be overcome by increased business 
volume would be from $1 billion to $5 
Even this would be a large 
order, which leads to the following con- 
clusions: (1) in the current situation, 
revision of Federal tax policy for pros- 
perity is academic unless and until it 
is preceded by reduction of Federal ex- 
penditures; (2) even if substantial ex- 
penditure reductions should be accom- 
plished, tax policy revisions resulting in 
revenue reduction must be made gradu- 


ally, with a view to stimulating in- 
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creased business volume in anticipation 
of further downward revision in taxes. 

If, within the confines of a balanced 
budget, Federal taxes could be reduced 
as the result of curtailed expenditures, 
some contribution would be made to 
sustained sound prosperity in America. 

The contribution would be substan- 
_tial if reduction in expenditures were 
designed to’ withdraw the Federal Gov- 
ernment from its engagement in activi- 
ties which primarily are the responsi- 
bilities of the states and the localities, 
and if the reduction in taxes were de- 
signed to eliminate double taxation on 
revenue sources traditionally reserved 
to states and localities. : 


If this were done, the Federal Gov- 


ernment, once more returned to its 
orthodox responsibility and revenue 
sources, might well look forward, in the 
absence of military and domestic emer- 
gencies, to a long period of balanced 


budgets. State and local governments ` 


once more of necessity would assume 
the responsibilities of their respective 
spheres, and the return to these respon- 


~ 
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_ sibilities would be accompanied by the 


availability of their normal revenue 
sources. 

Division of responsibility, which is 
necessary in our form of government, 
would reappear in proper proportion. 
Proper levels of policy control would 
be re-established. Prospects for bal- 
anced budgets at all levels of govern- 
ment would be brighter. Undermining 
government from top to bottom with 


- tendencies toward collectivism, statism, 
_ socialism, and all the other isms would 


be more difficult. A better job of gov- 
ernment would be done, and the general 
welfare would be served. 

A tax policy to this end would be a 
tax policy for a prosperous America. 
But a tax policy is only one of two prin- 
cipal component parts of a fiscal policy. 
The other part is the spending policy. 
Retrenchment in the Federal spending 
policy, followed by reduction in Federal 
taxes, is the first requirement of a fiscal 
policy at all levels of government which 
would assure sustained sound prosperity 
in America. | 


‘Hon. Harry F. Byrd, Washington, D. C., has been United States Senator from Vir- 


_ Virginia, 1926-30. 


~ _ginia since 1933. He was a member of the Virginia Senate, 1915-25, and Governor of 
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By Lours SHERE 


AX policy in America is adrift. 


The finances of government are not - 


effectively organized to help maintain 
prosperity. -They will not steer’ the 
economy away from the danger zones 
of instability. 

The present Federal, state, and local 
system is the product of slow growth. 
It is partly a conglomerate of inadvert- 
ently accumulated tax provisions and 
techniques, and many of its salient 
' characteristics were forged on the anvil 
of emergency during World War I, the 
Great Depression, and World War TI, 
Some features- of the inherited system 
are outmoded; others, sired by mis- 
guided.tax policy, never have effectively 
promoted a prosperous America. If the 
welfare of the public is to be served, 
both tax policy and tax structure must 
be modernized to fulfill the needs of a 
dynamic America. 

In taxation as elsewhere, inertia and 
complacency are the great obstacles to 
reform. Natural tendencies to adhere 
to old procedures must be surmounted. 
New ideas must be embraced and put 
into effect before, not after, the defects 
of present tax arrangements become 


patent to the least imaginative segment. 


of the population and its legislative 
representatives. 


It is not necessary to make any revo- 


lutionary changes in the American tax 
system, but several major adjustments 
are urgent. The need for tax reform 
has been obscured by the extraordinary 
financial .experiences of government 
under the exceptional circumstances of 
a wartime and postwar inflated economy. 
Under: more typical peacetime condi- 
:` tions, the lethargic approach to tax and 
fiscal problems ‘cannot be expected to 
remain harmless. | 


SIZE OF GOVERNMENT 


Government has grown enormously, 
both absolutely and in relation to the 
economy. The impact of government 
on business:and all phases of economic 
life is now very much more important 
than it was at the beginning of World 
War II. The huge amounts of revenue 
collected and of public funds spent 
leave their marks on the levels and 
patterns of investment, production, con- 
sumption, employment, and every criti- 
cal index of economic activity. The 
gloomier observers have witnessed this 
process of government expansion in 
painful fear for the survival of the pri- 
vate enterprise system. 

Basically the situation is by no means 
a desperate one; at least it is far less 
desperate than the counselors of despair 
depict it. Strangely afflicted with myo- 
pia when peering into the future, and 
hyperopia when contemplating the past, 
each wave of public expenditure induces 


in the modern Canutes a vociferous’ 


command to retreat. But instead, pub- 
lic expenditures persist on an upward 
course. ee 

This upward trend has been charac- 
teristic .of democratic governments for 
decades the world over, and it will not 
be reversed bythe deterioration of or 
improvement in the fortunes of any po- 
litical party. ` The growth in govern- 
ment is permanent. Economies can and 
should be effected. The healing of in- 
ternational wounds would permit the 
reduction of military expenditures by 
billions. Except temporarily, however, 
the absolute cost of government will 
continue to rise as the public insists 
now on one costly program and then 
on another. Effective leadership in 
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matters of tax and fiscal policy hinges 
in large part upon the clear recognition 
of this datum. 5 
Government cannot be shrunk to the 
size of any favored past period. The 


struggle to accomplish such a goal. 


would be both futile and prejudicial to 
prosperity and economic development. 

More important for the preservation 
of the free enterprise system and demo- 
cratic government -than the absolute 
size of government is its size relative 
to the national economy. This should 
shrink. It can shrink despite increas- 
ing public expenditures if economic 
policies in general are skillfully directed 
to realize the potential increase in pro- 
duction which inheres in a- steadily 
growing labor force. The tax burden 
can be lightened and demands for neces- 
sary public services can be met as well, 
only if the vitality of the American 
«free enterprise system is preserved and 
the rate of growth of production out- 
runs the growth of government. 

This does not mean that America 
cannot be kept free and prosperous with 
some enlargement of government rela- 
tive to the economy. It is easier, how- 
ever, to be specific than to be informed 
on precisely where to draw the bound- 
ary line between democratic free enter- 
prise and a regimented economic sys- 
tem. In the United States, government 
now accounts for about 25 per cent of 
= economic activity. Some pretend to 
see that this constitutes an outside limit 
of safety. -As evidence that the Ameri- 
can situation is far from alarming, the 
more discerning point to the substan- 
tial variation and greater role of gov- 
ernment among the democracies with 
which America is associated for the 
preservation of a way of life. 


BROAD OBJECTIVES OF TAXATION 


Superficially, the broad objectives of 
tax policy seem well defined, and there 


167 
appears to be a large measure of agree- 
ment on the criteria of a, desirable tax 
system. Actually, the semblance of 
harmony is attained either by abstin- 
ence of thought or by permitting differ- 
ent schools of thought to read conflict- 
ing meanings into the same words. 
This bécomes evident once an attempt 
is made to apply the criteria of desir- 
able tax policy to specific tax measures. 

Subject to the foregoing qualifica- 
tions, acceptable principles of taxation 
were well described in Secretary of the 


` Treasury Snyder’s statement to the 


Ways and Means Committee on May 
19, 1947: 


The tax system should produce adequate 
revenue. It should be equitable in its 
treatment of different groups. It should . 
interfere as little as possible with’ incen- 
tives to work and to invest. It should 
help maintain the broad consumer markets 
that are essential for high-level production 
and employment. Taxes should be as 
simple to administer and as easy to com- 
ply with as possible. While the tax sys- 
tem should be flexible and change with 
changing economic conditions, it should be 
possible to achieve this flexibility without 
frequent revisions of the basic tax struc- 
ture. 


The huge tax load is inevitably forc- 
ing to the surface, for scrutiny, every 
tax measure that is suspect as regards 
its effect upon production and a just 
distribution of the burden. 


- Fiscat Poricy 


Effective fiscal policy may be ex- 
pected to be tardy in its development. 
It is directed to stabilize an economic 
system of great complexity, the opera- 
tion of which is but imperfectly under- 
stood by the experts, let alone the pub- 
lic, and yet appropriate fiscal policies 
cannot be pursued without the support 
of an enlightened public opinion. The 
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major instruments of fiscal policy evade 
general comprehension. Few under- 
Stand the mysterious interconnections 
between debt management, tax policy, 
public expenditures, and monetary pol- 
icy, and the articulated effects of 
all in combination upon the economy. 
Even in recent years, when ohe may 
expect greater sophistication than in 
past decades, it is not difficult to find 
outstanding examples of incongruous 
and conflicting objectives heatedly pur- 
sued on the general domain of fiscal 
policy. l 

_It is recognized that the major in- 
struments of fiscal policy frequently 
have not been properly articulated. At 


_ nọ time, however, have the experts been 


able to agree as to which parts were at 


` fault. -While there is no disposition to 


decry the prevalence of intellectual in- 
dependence in economic investigation, 
it should not be shocking to the more 
ardent economic practitioners to find 
that disagreement among the experts 
is confusing to the legislators charged 
with final responsibility for the imple- 
mentation of fiscal policy. 
Fortunately, a complete public un- 


- derstanding of fiscal policy is not es- 


sential for American prosperity. It 
would be a major achievement if, ‘at 


the policy and legislative level, agree-. 


ment could be reached on the funda- 
mental principle that, irrespective of 
the size of the public debt, taxes in re- 
lation to public expenditures should be 
higher in periods of rising and high 


- business activity than in periods of de- 


clining and low business activity; for 
stability in revenue can be attained only 
at the cost of economic instability and 
a higher level of public-debt. Even this 
limited: application of acceptable fiscal 
policy encounters major obstacles which 
are based on an exaggerated conception 
of human frailty. The fear is that 
spending would not be as enthusiasti- 
cally curbed, and taxes imposed, in pros- 
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perity, as expenditures would be stimu- 
lated, and taxes lightened, in depres- 
sion, and thus the size of government 
and the public debt would constantly 
increase. 

This gloomy appraisal of human na- 
ture has stimulated a search for auto- 
matic economic correctives as a substi- 
tute for or an aid to fiscal policy, which 
so far has yielded only tentative blue- 
prints for a -variety of safety valves, 
gongs and whistles, to be installed in 
strategic places. Structural changes in 
the monetary and tax systems doubt- 
less are needed to attain greater coun- 
tercyclical flexibility. However, auto- 
matic economic correctives are not a 
substitute for responsible fiscal policy. 
Ultimately, it is essential to trust the 
integrity and intelligence of the public 
and its elected representatives to op- 
erate the finances of a democratic gov- 
ernment in a manner compatible withs 
the public welfare. Economic mecha- 
nisms that facilitate the achievement of 
clearly discerned objectives are desir- 
able; laws that bind the human intelli- 
gence are not, 

The extent of fiscal policy manipula- 
tion required to support a program of 
economic stability is directly related to 
the quality of the basic tax structure. 
The laissez faire approach to fiscal 
policy is most feasible when the tax 
system is flexible in its adjustment to 
changing economic conditions, is equi- 
table, and is balanced to minimize the 
repressive effects upon production and 
consumption. Fiscal policy tinkering 
should be avoided, for while it is human 
to err, business expectations are easily 
disrupted, and business planning for ex- 
pansion would fall an easy prey to un- 
essential minor adjustments, even if 
they are founded upon accurate ap- 
praisals, and certainly if they are not. 
Fiscal policy action should be reserved - 
to resist the development of major eco- 
nomic swings. ` 
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INTERGOVERNMENTAL FISCAL 
RELATIONS 


Some major changes in the Ameri- 
can.tax system are needed to make it 
function satisfactorily-even under strong 
fiscal policy direction. 

Intergovernmental fiscal relations are 


antiquated. Tax reform can be but 


limited, without action in the field of 
intergovernmental] fiscal relations. An 
adequate factual background of the in- 
tergovernmental flow of funds by source 
and functions is not yet available. Still, 
the salient facts are known. 

Local governments, and to some ex- 
. tent the states too, are hard pressed for 
revenue to match their costly functions. 
Federal grants are flowing in growing 


volume to the states and are spilling’ 


over state barriers in the direct chan- 
nels to local governments. After a pe- 
riod of substantial growth, state grants 
and shared taxes are encountering re- 
sistance at both the giving and the re- 
ceiving ends. The financial responsi- 
bilities for expanding governmental 
costs are being thrown back in large 
measure to the local units of govern- 
ment. The states are implementing 
this policy by endowing their subdi- 
visions with new taxing powers which, 
however, do not encompass the relaxa- 
tion of property tax limitations. 


Unwise policies 


Thus under enormous financial pres- 
sure and gross misguidance, a big step 
backward was taken in intergovernmen- 
tal fiscal relations and reform of the 
American tax system. ‘Thousands of 
local units of government have enacted 
many more thousands of undesirable 
consumption and miscellaneous busi- 
ness and other taxes. 
compliance and administration, of tax 
barriers, tax migration, and multiple 
taxation, of equity, of market and in- 
centive effects, and of flexible fiscal 
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policy, all loom more than proportion- 


ately larger in the bigger three-deep tax 


model of the postwar period than in 
the two-deep model of prewar days. 
The retrogressive policies now being 
pursued in intergovernmental fiscal re- 
lations are unbelievable. They are over- 
whelmingly naive and dangerous, politi- 
cally and economically. They are spon- 
sored by proclaimed friends of home 
rule and states’ rights, but it would be 
difficult to conceive plans fundamen- 
tally less compatible with either, un- 
less it be the hoary and bankrupt sepa- 
ration of sources, the extreme opposite 
of the current local duplication of state 
and Federal taxes. Either approach 
leads to failure, and failure ironically 


' leads to centralization, the bogey from 


which these unimaginative plans séek 
to escape. — 


New system needed 


Wisdom in the field of intergovern- 
mental fiscal relations begins with the 
discard of the pragmatic approach, if 
this is interpreted to be identical with 
the famed British muddling-through 
technique. Americans do not appear to 
be skillful muddlers. A comprehensive 
plan of action is essential. Such a plan 
transcends taxation. Shrinkage of the 
number of governmental units and re- 
allocation of the functions of govern- 
ment must proceed simultaneously and 
be articulated with the tax reforms. 
The whole job of reorganizing govern- 
ment and its finances cannot be accom- 
plished in one swoop. However, each 
change must be put in place in ac- 
cordance with an over-all plan in order 
to attain desired objectives. .The step- 
by-step implementation of a compre- 
hensive plan is vastly different from 
the pragmatic approach which proceeds 
with the attainable without clear con- 
ception of the role of each change in 
the complex whole. 
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Even after the governmental units 


have been reorganized and the functions: 


reallocated, state and local government 
will not have adequate tax resources to 
meet their expenditure needs. Govern- 
mental revenues may be more central- 
ized than expenditures for reasons of 
efficiency, interpersonal equity, inter- 
regional equalization, and fiscal policy. 
The intergovernmental flow of funds 
can be expected to be more rather than 
less significant. in the future, because 
it is being increasingly recognized that 
there is a joint responsibility. of all 
levels of government for the provision 
of minimum standards in a growing 
number of functions irrespective of re- 
gional financial capacity. 

There are definite limits, however, to 
the extension of the grant system. 
Grants have been resisted by the re- 
cipient governments in fear of their in- 
dependence, and by the disbursing gov- 
ernments in fear of stimulating wasteful 
and extravagant expenditures. Grants 
without prescribed standards and effec- 
tive controls would constitute a waste- 
ful equalization technique without as- 
suring the accomplishment of the dis- 
bursing government’s objectives. The 
extreme sensitivity to controls, however 
reasonable, places a definite limit on 
the potentialities of grants-in-aid and 
shared taxes as an instrument of inter- 
governmental fiscal co-ordination. 


Tax reserves 


New methods of co-ordination must 
be developed to supplement grants if 


the state and local governments are to 


be supplied with adequate revenue un- 
der variable economic conditions with- 
out loss of their fiscal autonomy. The 
most promising device, substantially 
untried, appears to be the use of tax 
reserves, Briefly, the plan is to have 
each state set up for itself, and sepa- 
rately on behalf of its larger subdi- 


perity and depression. 


THE ANNALS oF THE AMERICAN ACADEMY 


visions, a tax reserve into which would 
be paid the excess of tax receipts or 
from which would be drawn the excess 
of expenditures over scheduled amounts 
based on a system of tax rates designed 
to balance the budgets over a period of 
five or six years, which normally would 
embrace years of both. estimated pros- 
The funds 
could be invested in United States Gov- 
ernment securities in the same manner 
as the trust funds for the state unem- 
ployment compensation system. 

The use of tax reserves would make 
feasible greater employment of unstable 
tax sources at the state and local levels 
of government, and this would con- - 
tribute substantially to the stability of 


_their tax systems as well as to economic 


stability. It would buttress a sound 
system of grants, for while Federal 
grants can be supported easily in bad 
times as well as good through the exer- 
cise of the borrowing power, state 
grants and shared taxes must rely upon 
the taxing power, and can be main- 
tained in depression, if at all, only by 
boosting tax rates, in conflict with 
stabilizing fiscal policy. A tax reserve 
system would be a bulwark against the 
need for emergency grants of the type 
that bulked’so large during the depres- 
sion of the thirties. l 


Tax supplements 


The fiscal independence of state and 
local governments can be strengthened - 
also by the use of tax supplements. 
Too little is known about the costs 
of compliance and administration, . but 
their unnecessary duplication in cases 
where the different levels of govern- 
ment use the same tax is wasteful of 
resources. Duplication of such costs 
can be as effectively eliminated by sup- 
plements as by tax sharing, with the 
important difference. that under supple- 
ments local responsibility is assumed 
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for the tax, and the tax can be tailored 
to fit the variable fiscal requirements 
of the different sizes and types of gov- 
ernmental jurisdictions. | 

However, the supplement imposes 
certain limitations on the independent 
determination of tax. Since uniformity 
of the tax base is essential, powers must 
be delegated to the collecting level of 
government to settle numerous con- 
'` troversial conceptual issues. In the 
case of the income tax, for example, 
questions of how to handle capital 
gains and losses, tax-exempt securities, 
the integration of corporate profits and 
individual incomes, percentage deple- 
tion, accelerated depreciation, inventory 
valuation—to mention but: a few of 
the more perplexing problems among a 
host of more technical and minor ones 
—would need to be resolved. In addi- 
tion, the collecting level of government 
would need to acquire complete con- 
trol over jurisdictional disputes as re- 
gards the source of tax, the allocation 
of business profits, and the domicile of 
individual taxpayers. 

On the whole, what needs to be 
relinquished, by abridging independent 
determinations, is of small magnitude 
in relation to the fiscal freedom which 
potentially can be acquired. The Fed- 
eral Government and the states are 


eminently better equipped to assume: | 


the additional tasks of administration 
implied in a system of supplements 
’ than the smaller units of government 
are to handle an extensive array of 
duplicating taxes. ; 

It would be more profitable to spon- 
- sor a fiscal commission to explore the 


potentialities of some. new and promis- . 


ing co-ordinating techniques and to 
submit a program of action, than to 
rail against the Federal Government 
and sponsor outmoded intergovernmen- 
tal fiscal arrangements which inevitably 
must lead to greater centralization than 
is compatible with the degree of local 
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self-government upon which the Ameri- 
can system is founded. 


Major AREAS OF TAX REVISION 


The blueprint for a correlated Fed- 
eral, state, and local tax system should 
call for a substantial de-emphasis on 
miscellaneous state and local business 
taxes, and a reduction in their variety. 
At least in substantial part, these taxes 
are shifted to consumers. Their burden 
is inequitably distributed. They con- 
stitute unwarranted barriers to the free 
flow of investment. They promote un- 
fair competition. They distort the pat- 
tern of consumers’ choice., In general, 
they accomplish an uneconomic alloca- 
tion of economic resources. 

Substantially the same complaints 


can justly be made with respect to 


many of the Federal, state, and local 
sales and excise taxes. Together with 
the shiftable business taxes, the sales 
and excise taxes constitute an un- 
healthy burden on consumption. They 
tend to shrink the markets. Under 
less favorable economic conditions than 
those prevailing during the extraordi- 
nary past decade, these taxes, if re- 
tained at a comparable relative level, 
could easily retard secular economic 
growth and contribute in a major way 
to economic instability. 

Reform in the area of business and 
consumption taxes calls for a substan- 
tial shift away from the regressive 
types to further use of the income tax. 
At the Federal level, this would involve 
replacing the worst excises with addi- 
tional revenue derived in part from the 
transformation of the corporation in- 
come tax in excess of 20 or 25 points 
into an undistributed-profits tax ap- 
plicable to profits after basic tax in 
excess of $50,000, or in excess of one- 
quarter of such profits if greater than 
$50,000. A portion of the replacement 
revenue would thus be derived from 
the larger distribution of corporate 
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profits, and a portion directly from the 
corporations. At the state and local 
levels, corresponding remedial steps 
would réquire that existing statutory 
and constitutional prohibitions against 
the income tax be swept aside; for 
without freedom of legal action, little 
can be accomplished in many areas of 
American taxation that bear the stamp 
of antiquity. 

The debilitation of the .property 

transfer taxes, at death and inter vivos, 
ind of the more important general prop- 
erty tax, constitutes two of the more 
amazing chapters’ in the history of 
` American tax policy. 
' Economic and equity considerations 
point to a broadening of the estate and 
gift tax base, perhaps to the point of 
doubling the revenue yield. In the 
area of intergovernmental fiscal rela- 
tions, these taxes have played a role 
out of all proportion to their fiscal im- 
portance. The accumulation of siz- 
able estates usually transcends regional 
sources. It would seem that this con- 
_ sideration, rather than who got there 
first—and with which law books— 
should have an important bearing on 
the issue of which level of government 
should collect the revenue. 


Property tax 


The general property tax has been 


progressively de-emphasized to the 
point where it no longer plays an ade- 
quate rale in the American tax system. 
Tangible and intangible personal prop- 
erty is substantially exempt, and where 
not exempt, taxes extend primarily 
to the questionable categories of busi- 
ness personal property and are readily 
shifted to consumers. The real estate 
base has been riddled by excessive 
homestead exemptions, by governmen- 
- tal, charitable, religious, and similar 
exemptions, and by a callous and in- 
equitable system of under assessment. 
Superimposed on an inadequate base is 
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a complex system of protective rate 
limitations. 

Moreover, while some of the excluded 
categories of property are taxed under 
a chaotic system of in-lieu taxes, in- 
cluding income taxes, the property tax 
on the whole is not properly integrated 
with the income tax. Both equity and 
incentive considerations point to the 
need for better integration of these two 
taxes. Such integration might require — 
a complete departure from the present 
method of assessing the property tax to 
the possessor of the property on the 
basis of capital valuations which take 
no account of the owner’s equity in the 
property. It would seem to require also 
more complete accounting of imputed 
income based on a conception that is 
much more extensive than has been 
customarily recognized. Imputation of 
current income is appropriate with re- 
spect to investment in all noncash-in- 
come-yielding property. 


NEED FoR New ATTITUDE TOWARDS 
Tax INCENTIVES 


In the past it has been customary to 
discuss the need for tax incentives in 
terms of specific partial or complete 
exemptions. The revenue requirements 
of government now and in the future 
are likely tobe so large as to render 
impracticable tax incentives that re- 
duce the revenue. The tax incentives | 
worth considering for the future are 
those that take the form of specific 
additions in areas that are Bruen to 
risky investment. 

Times were when abanda debate 
centered on the stalling effects upon the 
economy flowing from the existence of 
a relatively small volume of funds that 
found a tax-free haven in tax-exempt 
securities. ° Funds are now permitted to 
flow into many more areas without the 
cash or imputed income being brought 
to current account. These privileges 
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must be abridged in the interests of 
equity, revenue, and a stable but dy- 
namic economy. 

Moreover, in re-examining a large 
array of technical tax matters, such as 
the taxation of capital gains and losses, 
depreciation, depletion, inventory valua- 
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tion, tax-exempt securities, federally 
owned property, and lesser items, the 
criteria of desirable taxation and fiscal 
policy will be more harmoniously at- 
tained if a new emphasis is given to 


completeness and currency instead of 
exemption and postponement. 
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A Businessman’s Viewpoint on Tax Policy 


By JoHN W. HANES 


HE tax program drawn in Con- — 


gress during the next few years 
may determine the course of our 
economy for generations. But a tax 
program is not an independent entity; 
it is conditional on the level of govern- 
mental expenditure. 
ture tax program is related directly to 
_ the choice presently confronting the 
American people: the high spending 
of a welfare state leaning toward so- 
cialism, or the conservation of fiscal re- 
sources implicit in a private enterprise 
system. My position is firmly on the 
side of capitalism, in the. unquenchable 
belief that private enterprise will con- 
tinue to bring the most good to the 
most Americans. 
We have already seen the effect of 


Hence, our fu-. 


socialism on a tax program. For in-. 


stance, Great Britain now is taking 40 
per cent of its national income in taxa- 
tion. In turn, the effect of such a tax 
program-on the economy is evidenced 
by Britain’s faltering fiscal position. 
Indeed, the current condition of Brit- 
ain emphasizes a warning made some 
time ago by The Economist, a British 
weekly, that “the long continuance of 
taxation of anything like 40 per cent 
of the national income will ruin the 
country,” 

American taxpayers now are paying 
` some 30 per cent of the national income 
in Federal, state and local taxes. This 
year’s deflation, combined with the ad- 
ministration’s growing enthusiasm for 
the welfare state and its attendant costs, 
may mean a steady ascent of taxes 
toward the point of disaster. 

Under these circumstances, I pray 
that we will take stock before it is too 
late. It is vital that we take time to 
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‘assess our tax and spending programs, 


to determine basic principles of fiscal - 
policy, and to discover how these prin- 
ciples are being applied, or are not be- 
ing applied, in our fiscal programs. 


A CRITICAL FINANCIAL SITUATION 


From the point of view of the busi- 
nessman, the situation is critical. Fis- 
cal uncertainties include an unbalanced 
budget, the threat of higher taxes, and 
a wide assortment of new spending pro- 
grams. As former Secretary of State 
James F. Byrnes said so well last June: 


~ Business is dependent upon the stability 
of the government’s fiscal policy. When 
uncertainty and fear exist as to our fiscal 
policies, private enterprise abandons ex- 
pansion programs, merchants purchase on 
a day to day basis, and prudent individu- 
als spend only that which is necessary. 
Unemployment results and the Treasury 
can never provide sufficient relief employ- 
ment to take care of all who are dismissed 
by private employers. 


_ Business uncertainty based on con- 
fused Federal fiscal policies has already 
taken its toll in deflation and unemploy- 
ment this-year. A certain amount of 
readjustment on the part of industry 
doubtless was inevitable after the post- 
war inflation. But when we consider 
that it takes about five billion dollars 
annually in new investment to create 
some 700,000 new jobs every year for 
young people entering the labor mar- 
ket, the excessive retrenchment induced 
by concern over government fiscal poli- 
cies becomes very serious. _ 

Although the situation is critical, it 
is not unexpected. As far back as 
1947, the warning was given clearly by 
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the Committee on Postwar Tax Policy, 
which said: 


We have no assurance that national in- 
come will remain year after year at or 
above the present figure, and the 30 years 
of history since World War I indicate that 
it may not. It is ordinary prudence, there- 
fore, to make a determined effort in these 
good times to bring budgetary expenditures 


down and to bring them fully under con- _ 


trol...’ 


This warning went unheeded. Abor- 
tive economy efforts in Congress 
- brought record peacetime budgets in 
fiscal 1948 and 1949. An even higher 
budget—and a higher deficit—is con- 
templated for fiscal 1950. 

Where do we go from here? 


FEDERAL EXPENDITURES MUST 
Be Cut 


Well, if we are to avoid backing into 
socialism, if we are to safeguard the 
American econòmic system, we must 
face a simple fact: government ex- 
penditures—Federal, state, and local, 
but especially Federal—are far too high 
to allow those tax changes which are 
basic to the maintenance of a pros- 
perous America. In other words, our 
economy cannot support the present 
tax burden and prosper at, the same 
time, . 
` The solution is twofold: (1) cut ex- 
penditures; (2) make specific changes 
in tax policy to encourage the fullest 
operation of our economy. 


In the first category, there are two’ 


ways of cutting expenditures—doing 
fewer things and doing them better. 
Both must be resorted to. The latter 
is being accomplished to a great ex- 
tent through application of the Hoover 
Report. Many of the Hoover recom- 
mendations have been carried into law; 
others will be implemented in legisla- 
tion to be presented at the second ses- 
sion of the Fighty-first Congress next 
January. l 
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Potential net savings through appli- 
cation of the Hoover blueprint are esti- 
mated at three to five billion dollars 
annually. This might have been enough 
to eliminate the deficit in fiscal 1950, 
had Congress adopted the entire series of 
Hoover Commission recommendations. 
Since the proposals were accepted only 
on a piecemeal basis, the saving this 
year will probably be relatively small. 
In fact, strong, sustained effort against 
growing opposition will be required to 
effect further legislation’ based on the 
Hoover Report during the- next session 
of Congress. 

In this connection, it should be em- 
phasized that economy and efficiency in 
government cannot be achieved by a 


Single, all-out assault on waste. As Mr. 


Hoover was so careful to state, all his 
commission could do was blueprint the 
desired changes in the machinery of gov- 
ernment; the machinery itself must be 
operated by administrators who them- 
selves will determine, in the long run, 
whether we shall have modern, efficient 
government. - 
Equally important in cutting expendi- 
tures is the first method—doing fewer 
things. Actually, this is the crux of 
the problem confronting Americans to- 
day. The budget is the key to tax re- 
lief. It is also the key that will open 
the door either to socialism or to a 
continuation of our capitalistic system. 
Again in the words of Mr. Byrnes: 


Every segment of society is demanding 
special privileges—the farmer wants higher 
prices, the wage-earner wants increased 
wages, pensions and hospitalization. Too 
many people want more pay for less work. 
We are going down the road to statism. 
Where we will wind up, no one can tell, 
but if some of the new programs seriously 
proposed should be adopted, there is dan- 
ger that the individual—whether farmer, 
worker, manufacturer, lawyer or doctor— 
will soon be an economic slave pulling an 
oar in the galley of the state. 


d 
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The simple fact is, the Federal Gov- 
ernment cannot be all things to all men, 
cannot support every American in the 
style to which he would like to become 
accustomed. The tax barrel is not in- 
exhaustible, despite the myth of “Fed- 
eral aid,” which is not aid at all in any 
accurate sense, but merely the costly 
detour of tax moneys through the Wash- 
ington bureaucracy. 

In any event, a tax policy for a pros- 
perous America must rest on the as- 
sumption of a/much lower level of gov- 
ernmental activity ahd expenditures. 


A Tax POLICY FOR A PROSPEROUS 
AMERICA 


Given this assumption, we can pro- 
ceed to those specific changes in the 
tax laws which would spur production, 
create jobs, and bolster the economy. 
Prosperity is the product of effective 
motivation of individuals, and, taxwise, 
that motivation is enhanced by permit- 
ting the citizen to retain control over 
a greater portion of what he produces. 
Thus it is that almost all tax reforms 
cost money in terms of government 
revenue. For this reason, I divide my 
proposals into two groups: transitional 
and long-term. In the transitional group 
I include those tax changes which can 
be effected without great loss of reve- 
nue. In the long-term group are in- 
cluded those tax changes which must 
await deeper cuts in Federal expendi- 
tures. 

Among the tax changes that can be 
effected promptly because they are not 
too expensive are a large number of 
' proposals designed to iron out inequi- 
ties in the structure of the law. In 
this category belong most of the pro- 
posals set forth by the Special Tax 
Study Committee in its report to the 
Committee on Ways and Means, House 
of Representatives, November 3, 1947. 
Some of these recommendations were 
incorporated in H. R. 6712 (80th 
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Cong.), reintroduced in the Eighty- 
first Congress on January 3, 1949, as 
H. R. 990. All eighty sections of the 
bill would entail a reduction in tax 
liabilities of only $400 million and a 
reduction in revenue collections of only 
$150 million in the fiscal year 1950, if 
it were passed effective December 31, 
1948. 


THE PROBLEM oF SECTION 102 


Particularly noteworthy among the 
proposals found in H. R. 990 are those 
concerning Section 102 of the Internal: 
Revenue Code, and. the carry-back and 
carry-forward of net losses for fluctuat- 
ing business incomes. 

Section 102 has an especially un- 
wholesome effect on the economy. It 
imposes penalties on corporations found 
to have accumulated reserves in excess 
of the “reasonable” needs of their busi- 
ness. Whether or-not it is the intent 
of the law, Section 102 has many cor- 
porate managements in constant turmoil 
over the uncertainty of a large penalty 
in case they are unable to prove to 
the satisfaction of the internal revenue 
agent the propriety of their current 
dividend policy. As the Special Tax 
Study Committee has noted: 


So long as the general threat of the 
Section 102 penalty hangs over directors’ 
heads, they are likely to seek to avoid 
trouble by distributing more earnings than 
they honestly believe to be desirable. Yet 
it is clear that the best interests of the en- 
terprise will not be served by such a policy. 
With individual surtaxes at their present 
heights, the natural sources of new venture 
capital, namely, individual stockholders, 
are largely dried up. If the corporation 
is to grow and advance, it must be per- 
mitted to reinvest substantial amounts of 
its own earnings in its own business. Small 
American businesses have grown great in 
just this fashion. 


The committee made three major 
recommendations on Section 102: (1) 
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the Internal Revenue Commissioner 
should have the burden of proving that 
profits have been unreasonably accumu- 
lated; (2) the tax should apply only to 
that part of the undistributed Section 
102 net income which is unreasonably 
accumulated; and (3) dividends paid 
within 75 days after the close of its 
‘taxable year may, at the taxpayer’s 
election, be deducted in computing Sec- 
tion 102 net income for such year. The 
first and third of these recommenda- 
tions have been incorporated in H. R. 
990 in modified form,-along with an- 
other proposal which provides that the 
excess of net long-term capital gains 
over net short-term capital losses should 
not be included in the tax base on which 
the penalty tax is imposed. 

These changes in Section 102 would 
involve a reduction in tax liabilities of 
less than $50 million. . 


A REALISTIC DEPRECIATION 
Poticy NEEDED 


Although H. R. 990 is a start in the 
direction of equitable taxation to en- 
courage industrial expansion and gen- 
eral prosperity, the bill is restricted to 
revisions which have little effect on 
revenues, and omits some other impor- 
tant tax reforms. For instance, the 
Special Tax’ Study Committee recom- 
mended liberalized depreciation, elimi- 
nation of double taxation of dividends, 
elimination of the corporate income tax 
“notch,” and repeal of the tax on inter- 
corporate dividends and the penalty 
tax on consolidated returns. . 

The problem of depreciation is basic. 
The determination of the amount of 
the depreciation allowance and deduc- 
tion for a corporation gives rise to more 
controversy than almost any other item 
in the income tax return. Revenue 
agents usually charge that-the taxpayer 
has fixed too short a life for the assets 
im his plant. Obsolescence frequently 
is glossed over. There are disputes 
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over methods of depreciation, especially 
when the methods recommended by the 
taxpayer’s auditors are not acceptable 
to the Bureau of Internal Revenue 
agents, 

The net result is that there is far too 
much argument and expense connected 
with controversies about depreciation. 
Everyone seems to forget that, in any 


‘event, the taxpayer will only recover 


the cost of the asset; and if he takes 
too much or too little depreciation one 
year, the overage or deficiency will nec- 
essarily be adjusted in future years. 

There is a simple solution: a realistic 
depreciation policy. In short, corpora- 
tions should be permitted to set their 
own depreciation rates, with two limita- 
tions: that the rates should be no 
higher than 20 per cent, and that cor- 
porations should stick to their sched- 
ules once'these are established. 

If we adopt this broad principle in 
dealing with depreciation, neither the- 
Treasury nor the taxpayer will gain or 
lose in the long run; and the economy 
as a whole will gain tremendously, be- 


cause management will be free to use 


its own judgment and initiative in ex- 
panding production and creating more 
jobs, 


ELIMINATION OF DouBLE TAXATION 
OF DIVIDENDS 


In my opinion, possibly the most im- 
portant tax reform in any transitional 
program is the elimination of the double 
taxation on dividends. That this change 
is both basic and possible in a modern 
nation is being demonstrated at this 
moment in Canada. 

In announcing a sweeping tax cut 
last spring, Canadian Finance Minister 
Douglas Abbott offered an explanation 
that I should like to see- framed on the 
office wall of every United States Con- 
gressman, Senator, and tax administra- 
tor. He said: 
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Today'we find governments in this coun- 


try, as well as in most other countries, 


taxing away at least a third of corporate ' 


' profits. In addition, the personal income- 
tax rates apply in full to-what is distrib- 
uted out of the remaining two-thirds. The 
tax may be as high as 80 per cent upon 
distributions to shareholders. It seems to 
me‘that under a system of private enter- 


prise, which depends for its existence on . 
a steady flow of venture capital, we can-— 


not afford to neglect the implication of 
this defect in our tax system, which has 
been accentuated by the increase in both 
corporate and personal income-taxes. .. . 
It is a matter of concern for the future 
under a. system where we depend, and 
must depend, for full employment and the 
creation of new wealth on the willingness 
of our people to risk their money in con- 
structive enterprises. 


With this preface, Mr. Abbott made 


a series of proposals, “as a first step,’’. 


which in effect .completely removed 
double taxation on small businesses 
whose profits totaled less than’ $10,000. 

If this step is indicative of Canadian 
fiscal wisdom, it may help to explain 
Canada’s continued prosperity, which 
has been accompanied by five successive 
tax cuts since the end of World War II. 

Among the principal methods whereby 
corporate double taxation could be miti- 
gated or eliminated are these: (1) free 
the corporation from tax; (2) permit 
the corporation to deduct dividends; 
(3) allow the individual an appropriate 
credit or offset against his own tax, for 
the tax paid by the corporation with 
respect to his dividends; (4) treat the 
corporate tax as a tax on the share- 
holders which has’ been withheld and 
paid by: the ‘corporation. 

It is my belief that the third of these 
methods is. the best. The stockholder 


' would include his dividends in his tax- 


able income. After computing the tax, 
he would take a credit on account of 
the tax: paid by the corporation with 
respect to his dividends. This credit 
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would be calculated by multiplying 
his dividends by the initial or lowest- 
bracket rate of the individual income 
tax. In order* to avoid refunds, it 
would be provided that the credit 
should in no case be greater than the 
total tax due. In fiscal ‘1950, such a 
plan would cost an estimated $900 | 
million. 

This plan would produce reasonable 
equity, although it would not com- 
pletely eliminate the double tax, and 
would be quite simple in operation. 
Thrown into the breach immediately, 
this plan would do much to combat the 
steady deterioration of capital forma- 
tion which has been going on in recent 
years. More than any other tax re- 
form possible of immediate adoption, it 
would help to put our economy once 
again in high gear. 


OTHER Paani 


In addition to the above proposals 
designed to iron out inequities in our 
Federal tax system, there are several 
other relatively low-cost changes that 
should be effected as soon as the budget 
is brought under control. For example, 
there is the gradual elimination of some 
excise taxes and reduction of others, 
according to a careful pattern decided 
upon after intensive study. 

Apart from the relatively inexpensive 
tax reforms outlined above, all of which 
are possible of achievement within a 
short time, there are three major long- 
term goals which I believe we should 
keep in mind. Briefly stated, they are: 
` 1. An individual income tax rate 
reaching no more than 50 per cent in 
the top bracket, achieved by cutting 
the rates up and down the scale and 
making the top rate applicable to suc- 
cessively higher levels,-as reduction in 
Federal expenditures permits. 

2. Similar reductions in corporate 
rates, after individual reductions, “as 
the expenditure level permits. 
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3. Increased exemptions. Although I 
remain convinced that a broad tax base 
is necessary to create maximum tax 
awareness, the weak purchasing power 
of the ‘dollar compared to its prewar 
value makes it desirable to alleviate the 
drain on low income groups. The best 
way to do this is by a substantial in- 
crease in income tax exemptions. 

None of these proposals can be ef- 
fected while the Federal budget is at 
its present peak. Nevertheless, they 
are essential in any tax program based 
on the hope of continued prosperity. 


THE NATIONAL DANGER 


Prerequisite to a flourishing economy, 
let me repeat, is a sharp reduction of 
Federal expenditures. A Hoover Com- 
mission task force noted—-I hope not 
- prophetically—that “victory by bank- 
ruptcy may be the Machiavellian aim 
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of the’ Kremlin.” An even worse pos- 
sibility is that we, by thumb-fingered 
fumbling with our economy in a po- 
litically inspired effort to appease ev- 
ery selfish interest, may bankrupt and 
destroy the American system ourselves, 
without assistance from Moscow. 

As another Hoover Commission task 
force expressed it: 


Economical government is vital. If the 
national government spends, as it is now 
spending, such a huge proportion of the 
nation’s total income, a condition is cre- 
ated that is not conducive to the best 
functioning of self-government and free 
enterprise. The national government be- 
comes too big, and gradually state govern- 
ment and free enterprise wither and the 
vacuum is filled by: centralized national 
power. Economy is desirable and neces- 
sary, not only to lower taxes and to im- 
prove the standard of living, but for the 
very preservation of our form of society. 


John W. Hanes, New York City, is chairman of the Tax Foundation, chairman of the 
Executive and Finance Committee of the United States Lines Company, and a director 
in other corporations, including Bankers Trust Company and Johns-Manville Corpora- 
tion. He recently concluded an assignment as chairman of the Hoover Commission task 
force on fiscal, budgeting, and accounting functions of the United States Government. 
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Essentials of a Sound Debt Program 


By Henry C. MURPHY 


HE present debt of -the Federal 
-A Government is about $250 billion.* 
There is no recent estimate of the na- 
tional wealth, but the Federal debt is 
probably equal to between one-third 
and one-half of the entire tangible 
wealth of the country at present mar- 
ket values. A debt of this magnitude 
necessarily presents important prob- 
lems to the Government and to the 
whole economy. But they are not al- 


ways the same problems as those which- 


occur spontaneously to the untutored 
imagination. 


Tue BURDEN OF THE DEBT 


In terms of popular appeal, the most 
important problem presented by the 
debt arises from its relationship to the 
national wealth. This appeal is sharp- 
ened because most estimates of the na- 
tional wealth are in terms of prewar 
prices, and run in the order of magni- 
tude of $350 billion. The writer spent 
an appreciable portion of his time as a 
Treasury official in answering inquiries 
from Congressmen who wanted to know 
why the country was not facing bank- 
ruptcy with a national debt within $100 
billion of its national wealth and enough 
private debt to make up the difference. 

There are many answers to this ques- 
tion. Two of the most obvious are: 
(1) The estimates of national wealth 
are at ‘prewar prices, and prices have 


1The total gross debt amounted to $252.8 
billion on June 30, 1949, and the interest- 
bearing debt to $250.8 billion. The actual in- 
terest disbursement during the fiscal year end- 
ing June 30, 1949 was $5.3 billion, and the 
“eomputed annual interest charge” (giving ef- 
fect, among other things, to the full 2:9 per 
cent interest accrual on Series E Savings 
Bonds) was $5.6 billion. 


gone up; and (2) whatever may be the 
market value of the national wealth, it 


` is a price which is being paid for wealth 


which is already subject to taxation to 
pay the national debt. The market 
value of the national wealth is; there- 
fore, in a sense the price of the “equity” . 
in the total value of this wealth over 
the amount which it will be taxed in 
order to pay the debt. It is not the 
fund out of which the debt will be paid.: 
No one knows what the market value of 
the national wealth would be if it were 
not subject to taxation to pay the in- 
terest (and perhaps the principal) of 
a $250 billion debt. 

But the most important answer is 
that the debt is not entirely—or even ` 
chiefly—-a charge on the national 
wealth or on the pure property income 
derived from that wealth. The an- 
nual service of the debt comes from 


‘the national product, and that product 


gives rise primarily to personal service 
and “enterprise” income rather than to 
property income as such. 

Viewed in this manner, the burden of 
the debt seems quite bearable. The 
gross national product in 1948 was 
about $260 billion, or just a little more 
than the principal amount of the debt. 
(This approximate equality is, of course, 
a mere coincidence to which no special 
significance should be attributed.) The 
annual interest charge on the debt is 
about $51% billion, or a little over 2 per 
cent of the 1948 gross product. About 
$15 billion of this product was needed 
to make good the accruing wear and 
tear on the capital equipment of the 


_country. This portion of the product 


can scarcely be considered available for 
debt charges on a continuing basis. 
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But the interest on the debt is still 
well under 21% per cent of the zet prod- 
uct remaining after its elimination. 

Raising 214 per cent of the net prod- 
uct by taxation for the purpose of debt 
service—or any other purpose—is not 
easy. A large portion of the income 
accruing from current production falls 
within the limits of the personal ex- 
emption or credit for dependents of the 
individual income tax or is tax ex- 
empt for other reasons. Other portions 
escape the taxgatherer’s net by evasion. 
Tax collection costs to the Government 
and compliance costs to. the taxpayer 
are considerable. All taxes result in 
‘some diversion of resources from their 
best uses and in some diversion of hu- 
man ingenuity from production to tax 
avoidance. Most taxes, furthermore, 
result in tipping the scales of individual 
preference in favor of more leisure— 
instead of more work, more money in- 
come, and more of the things which 
money will buy—and so lower the 
tempo of economic activity. This last 
effect may not be entirely a disadvan- 
tage in our high-strung ulcer-ridden 
economy. 

But, when all allowances are made, 
an interest charge on the debt equal to 
somewhat less than 21% per cent of the 
net product in a good year is not an 
impossible burden. And it is certainly 
a much pleasanter way of looking at 
the matter than to say that our na- 
tional debt is nearly as large as our na- 
tional wealth and that we are on the 
verge of bankruptcy. 


THe DEBT IN PROSPERITY AND 
DEPRESSION 


The argument in the preceding sec- 
tion may seem to have one vital weak- 
ness. It assumes a good year. 
Suppose, we have a poor year or a suc- 
cession of them? Will not the burden 
of the debt become unbearable? In or- 
der to answer this question, it will be 


But, 


‘ 
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helpful first to consider briefly the dif- 
ferent types of problems which are pre- 
sented by the debt in prosperity and 
depression. | 

All problems of the national debt are 
dominated by double entry bopkkeep- 
ing. Collectively the people of the 
United States owe $250 billion and 
must pay $54 billion in annual inter- 
est. But individually (or in smaller 
collective aggregates) they own $250 
billion in United States securities and 
are entitled to receive $514 billion a 
year in interest. Quantitatively, these 
debit and credit amounts are equal; 
but psychologically, they are very dif- 
ferent in their impact on human be- 
havior. 


The principal 


The national debt amounts to about 
$1,700 per capita. This figure is dis- 
turbing—-even alarming—-but it is not 
long remembered in the ordinary af- 
fairs of life. It is something to be 
considered in preparing a. discussion in 
Town Hall for a special occasion—not 
in preparing a shopping list for every- 
day use. It is a debt owed by nobody 
in particular. No one need fear that 
he will be assessed for his share of it if 
he draws a blank in the lottery of life. 
Consequently few people are held back, 
by fear of liability for their share of 
the national debt, from making ex- 
penditures (from their “incomes after 
taxes) to which they would otherwise 
be inclined. 

The credit side of the debt is quite 
different. The holders of United States 
securities (or of the liabilities of banks 
or savings institutions supported by 
them) are very conscious of their 
wealth holdings. Somewhat over $200 
billion of the debt (excluding that held 
by Federal Government agencies and 
trust funds and by state and local gov- 
ernments) is held in such a manner as 
to increase directly or indirectly the 
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liquid assets of some individual or cor- 
poration—generally one in a position to 
spend such liquid assets if he or it is 
so minded. 

Such a diffusion of liquid assets 
through the economy is a tremendous 
force making for increased spending 
both on consumption and on capital 
formation. In times of prosperity and 
full employment, this is the chief haz- 
ard of the debt; its principal, diffused 
. through the economy as liquid assets, 
tends to increase spending, and so con- 
tributes to inflationary pressures. In 
times of depression and unemployment, 
this is all to the good. In such times 
the principal of the debt is no problem 
at all. 


The interest 


: But we started out to inquire whether 
the interest on the debt might not be 
an unbearable burden in times .of de- 
pression; we have concluded merely 
` that this would not be true of the prin- 
cipal. The interest on the debt is, of 
course, a burden to those who pay it 
and a boon to those who receive it, in 
both good times and bad. 

In good times the burden is easily 
borne. Furthermore, the process of 
raising money by taxation and paying 
it out as intefest on the. debt tends to 
deflect a portion of the national in- 
come from persons who would have 
spent it on current consumption to per- 
sons (or institutions) who will save it. 
The transactions on the interest side 
of the debt, therefore, help to some ex- 
tent ta offset the inflationary pressure 
brought about by the principal. But, 
on balance, the-debt-is still an infla- 
tionary force in the economy, and so a 
problern in periods. of prosperity. This 
inflationary force can be reduced to a 
minimum if such periods are utilized to 
cut large slices off the principal of the 
debt. : This requires a high order of 
economic statesmanship. _ . 
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In periods of depression the burden 
of the interest on the debt is, of course, 
increased; and this burden is made 
worse because the tax-collection—inter- 
est-payment process as a whole tends 
to increase saving and decrease spend- 
ing at a time when the reverse would be 
desirable. But it is a comfort to know 
that in such times the principal of the 
debt is working for us, not against us. 
If, under such conditions, the interest 
on the debt should seem too great a 
burden, the conclusion becomes almost 
irresistible that it might be. offset by 
some addition to the principal. 


Prospects FOR DEBT REDUCTION 


Offhand, the most important prob- 
lem in the management of the public 
debt seems to be the amount by which 
the principal of the debt should be re- 
duced or increased each year. ‘This is 
an illusion. In actual practice, such de- 
cisions are seldom made; and when they 
are, they are generally nugatory. The 
actual decisions—the decisions which 
count-——are decisions to levy or repeal 
taxes or to change their rates,-on one 
hand, and decisions to embark or not 
to embark upon particular spending 
programs or to eliminate or change the 
scope of existing programs, on the 
other. These decisions underlie even 
appropriation legislation. To cut ap- 
propriations without curtailing pro- 
grams is generally a mere gesture. 

Once these underlying decisions have 
been made, the die has been cast, and 
decreases or increases in the public 
debt work themselves out as conse- 
quences. If the underlying decisions 
are to be included in the art of public 
debt management, then that art in- 
cludes the whole of fiscal policy and 


much of the general art of government. 


Such a definition’ of debt policy does 
not seem to the writer to-be useful. It 
certainly would not fit in’ with the 
scheme of the present symposium. 


. wealth to its owners. 


ESSENTIALS OF A SOUND DEBT PROGRAM 


A plan for reducing or increasing the 
debt consequently does not seem to the 
writer to be one of the essentials of a 
sound debt program. But a quick look 
at the prospects for such reduction or 
increase may not be amiss. 

But even this project runs into a 
snag. The debt is likely to be reduced 
over a period oi years if times of pros- 


perity preponderate over those of de-- 


pression and if our fiscal affairs are run 
with sufficient circumspection to avoid 
a marked upward secular trend in prices. 
The debt is likely to increase over a pe- 
riod of years if times of depression pre- 
ponderate over those of prosperity, al- 
most irrespective of the views of the 
parties in power. But, of course, some 
political policies would result in much 
larger debt increases than others. 

A forecast of the future trend of the 
debt, therefore, involves the larger sub- 
jects of business forecasting in general 
and of forecasting trends in political 
philosophy. So again the writer must 
beg off. But, in order to avoid leaving 
the reader empty-handed, one observa- 
tion seems in order. 


Debt sirens and savings 


The debt may for the most part rep- 


resent pseudo wealth as far as society . 


is concerned, but the whole $250 bil- 
lion of its principal amount is very real 
The propensity 
to keep wealth intact is powerful— 
much more powerful than the propen- 
sity to save, even out of large incomes. 
For this reason almost every dollar 
paid out on the principal of the debt 
will seek reinvestment. This is true 
even of the debt held by Federal agen- 
cies and trust funds and by state and 
local governments. A portion of the 
tax money raised for the purpose of 
debt retirement would, of course, have 
been invested if it had not been taxed 
away. But the diversion of current in- 
come from consumption to investment 
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is greater with respect to money ex- 
pended for the retirement of the prin- 
cipal of the debt than with respect to 
that expended for any other purpose. 
Such investment, furthermore, does not 
make any individual feel richer, but is 
necessary merely to keep him “even 
with the board.” 

It is a corollary of this that Federal 
debt can be retired only by either (1) 
replacing it dollar for dollar with some 
form of private wealth (say plant and 
equipment or residential housing) or 
(2) causing sufficient losses in the pri- 
vate economy to wipe out the private 
wealth formerly represented by the 
debt. The second alternative is, of 
course, unthinkable in any rationally 
planned economy. The first alterna- 
tive can occur only to the extent that 
our stock of private wealth is increased 
over and above the amount provided by 
the currently accruing savings of the 
privaie economy. On the basis of this 
very general consideration, the writer is 
not sanguine of the prospects for a re- 
duction in the order of magnitude of 
the debt over the next generation. 


SCoPE oF Pusric Dest MANAGEMENT 


What, then, is the subject matter of 
public debt management, and what are 
the essentials of a sound public debt 
program? As we shall use the term, 
these essentials must be conceived 
within a framework of a given (but 
varying) total principal amount of debt, 
determined by other and far wider con- 
siderations. Within this framework it 
is in the power of the managing authori- 
ties to determine, within fairly wide 
limits, the terms, the interest rates, and 
the sales methods for new securities, 
and whether current call options on out- 
standing securities should or should not 
be exercised. 

These are important powers, but not 
the transcendent ones they are some- 
times represented to be. In all of them, 
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the legislative branch has given wide 
discretion to the Executive. This is, 
perhaps, the tip-off. Congress is not in 
the habit of turning over to the Execu- 
tive such wide discretion in making de- 
cisions of sweeping significance to the 
economy. ) 


FITTING THE SECURITIES TO 
THE INVESTOR 


The ‘touchstone of a sound public 
debt program should be to fit the se- 
curities to the investor. ‘There are a 
number of good reasons for this. It 
would. be a sufficient reason alone that 


. the Government exists for the conven- 


_ience af the people and not vice versa, 
and the holders of the public debt di- 
.rectly and indirectly comprise a large 
proportion of the people. 

Other important reasons are: (1) The 
better suited the securities are to the 
needs of the investors, the better they 
will stay put and the less churning 
around, there will be in times of diffi- 
culty; and (2) the more pleased in- 
vestors are with the-other terms of their 
securities, the better satisfied they: will 
be with any given interest disbursement 
(or the smaller will be the interest dis- 
bursement necessary to produce a given 
amount of satisfaction). 

In terms of economic theory, fitting 
the securities to the investor and “com- 
partmentalizing the market” permits 
the Government to be a “discriminating 
monopolist” and to get the best terms 
possible from each separate class of in- 
vestor on behalf of its client—the tax- 


payer. : 


THE ROLE oF SHORT-TERM 
SECURITIES 


Fitting the securities to the investor 
.necessarily implies that a large propor- 
tion of the debt should be in short-term 
securities, as a large proportion of the 
needs of the investors are for liquid in- 
vestments. ‘This is true of practically 
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the entire government security holdings 
of commercial banks and nonfinancial 
corporations and of large portions of 
the holdings of individuals and other 
investors. If the Government bargains 
with such investors to pay them a 
higher interest rate in exchange for an 
extension of the maturity of their se- 
curities, it is paying an extra price for 
a change in the terms of the securities 
which may well prove disadvantageous 
to both borrower and lender. As stated 
in the Summary Report of Secretary 
Morgenthau (covering his entire tenure 
of office): 


. the time which the original purchaser 


_of a security will hold it will depend, prin- 


cipally, upon his own future needs and 
convenience, and to a very minor extent 
upon the nominal maturity of the security. 
The indiscriminate issuance of long-term 
securities to all classes of investors would 
not insure their being held to maturity by 
their original purchasers, but would result 


- merely In premature market liquidation.? 


The large reduction in the public 
debt in 1946-48 could not have been 
carried through as smoothly as it was 
if a large portion of the total debt, and 
of the holdings of commercial banks and 
nonfinancial corporations in particular, 
had not been in short-term securities. 
It is sometimes implied that a large 
short-term debt of the Federal Govern- 
ment constitutes a vague “hazard” to 
the Government and to the economy. 
This is no more true of short-term Fed- 
eral debt than it is of the demand de- 
posits:of commercial banks. Both are 
payable on short notice, but continue 
in circulation because of the need of 
the economy for liquid credit instru- 
ments. And, in the final analysis, it is 
the liquidity of the Federal Government 
that underlies that of the commercial 
banks, and not vice versa. 

2 Reprinted in the Annual Report of the 


Secretary of the Treasury for 1945, pp. 397- 
431. The passage quoted appears on p. 412. 
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. ROLE oF NONMARKETABLE 
SECURITIES 


Over the past decade and a half there 
has been a continuing trend in the 
direction of the use of nonmarketable 
securities. This trend is beneficial to 
both the Government and the investor, 
and is likely to continue. It is ren- 
dered particularly desirable by the pat- 


tern of interest rates, running from low - 


rates for short maturities to higher rates 
for long maturities, which has prevailed 
since the early thirties. For it is only 
by the use of nonmarketable securities 
with interest rates scdled to the time 
the security is held by the original pur- 
chaser that the benefit of the long-term 
rate can be confined to bona fide long- 
term holders. Without the use of non- 
negotiable securities (and assuming a 
stable market), the benefit of the long- 
term rate becomes available to short- 
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term holders as well—and is, conse- 
quently, in danger of not being avail- 
able at all. 


CONCLUSION 


Space forbids more detailed discus- 
sion of the essentials of a sound debt 
program. This is, perhaps, just as 
well. The keynote of such a program 
must be flexibility. We little know 
what secrets time may have in store 
for us. It must, consequently, be the 
first rule of sound debt management to 
retain freedom of action and to refrain 
from commitments which may be em- 
barrassing in changed circumstances. 
The authorities are to be congratulated 
for the steadfastness with which they 
have stood by this principle during the 
war and postwar period in the face of 
recurrent clamors for a “plan” for 
plan’s sake. 


Henry C. Murphy, Ph.D., Washington, D. C., is a member of the staff of the Interna-— 
tional Monetary Fund. He was an economist for the Treasury Department of the United 
States for many years. Earlier he had been a bank economist and investment counselor 
in Detroit. He has just completed preparation of a book on the national debt in war- 


time and transition to be published early next year, 


fore he accepted his present position. 
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4 


A Debt Policy for a Prosperous America 


By B. H. BECKHART 


HE size of our national. debt, its 
maturity and ownership distribu- 
tion, make the problem of debt man- 
agement one of crucial importance. Al- 
though debt policy cannot by itself 
induce prosperity, yet, in conjunction 
with monetary and fiscal policy, it may 
at least provide the background neces- 
sary for economic progress. The debt 
may be managed so as to promote eco- 
nomic stability and freely competitive 
markets, or so as to aggravate forces of 
instability, and, in so doing, provoke 
the danger of widespread economic con- 
trols. E 
It iş the opinion of the writer that 
economic instability—-cyclical fluctua- 
tions in prices and business activity— 
‘can be reduced only by checking the 
boom. This point of view, which is 
basic to the following discussion, differs 


from that held by those who are con- 


vinced: that the boom itself can be per- 
petuated. Attempts to perpetuate boom 
conditions, such as those which pre- 
vailed in 1948, would inevitably result 
in a condition of continuous inflation, 
leading eventually to the imposition of 
rationing and. price controls and to the 
elimination of the free market economy. 

Policies of debt management cannot, 
of course, be separated from those of 
monetary and fiscal management. The 
three are closely interrelated, and ac- 
tion aimed at the reduction of economic 
instability—the prevention of cyclical 
boom and bust—calls for the adoption 
of uniform and internally consistent 
policies. . 

In this threefold combination, debt 
management must of necessity play a 


somewhat passive role, and fiscal and _ 


monetary policy, a more active role. 


Nevertheless, debt management may 
itself provide or fail to provide the type 
of environment in which effective mone- 
tary and fiscal policies can function. 
Thus, a large floating debt may deter 
monetary authorities from taking re- 
strictive action to curtail credit expan- 
sion. On the other hand, debt maturi- 
ties evenly spaced through time provide 
an environment in which monetary au- 
thorities feel free to adopt those poli- 
cies which they deem appropriate at 
any one time. 


A Lonc-RuN PROGRAM oF DEBT 
MANAGEMENT 


Policies of debt management must 
be related to and built upon the pres- 
ent debt structure. As of the end of 
August 1949, the total interest-bearing 
Federal debt amounted to about 256 
billion dollars, which was divided. 
among the various types of debt as 
shown in Table 1. 

A long-run program of debt manage- 
ment concerns primarily the market- 
able debt, which on August 31, 1949 
amounted to 61 per cent of the total 
interest-bearing debt. A constructive 
debt program should be directed to- 
wards reducing the floating debt, to- 
wards proper spacing and extension of 
debt maturities, and towards placing 
the debt to the greatest extent possible 
with permanent investors. Over the 
long run, the total volume of market- 
able debt can and should be reduced, 
which means that debt reduction dur- 
ing prosperity must be greater than . 
debt increases during recessions. 

Although debt management policies 
must be concerned mainly with the 
marketable debt, nevertheless, such poli- 
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cies must not neglect the importance 
of the nonmarketable debt and special 
issues in developing a fully integrated 
debt program. A long-range program 
of debt management might well check. 
further increases in the nonmarketable 
debt, except those brought about by the 
normal sale of Series E Bonds and Tax 
Savings Notes. Moreover, study needs 
to be given to the role of special issues 
in the debt structure, and, in fact, to 
the role and functioning of the trust 
accounts themselves. 


THE FLOATING DEBT 


The first suggestion advanced in con- 
nection with the development of a long- 
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respond to changes in the supply of 
and demand for funds and free of those ~ 
rigid controls that are so characteristic 
of présent-day economies. If we are to 
re-establish flexible money markets, es- 
sential in a free-enterprise economy, we 
must reduce the floating debt to a mini- 
mum. A large floating debt deters the 
adoption of restrictive credit policies in 
a period of boom. ‘Treasuries are re- 
luctant to suffer the resulting increase 
in interest rates, and the larger the 
floating debt the greater the reluctance. 

The floating debt is usually defined 
as that portion of the marketable debt 
which matures or is callable within a 
year. It consists, then, not only of the 


TABLE 1—Tue FEDERAL DEBT STRUCTURE, AUGUST 31, 1949 


(In millions of dollars) 


Marketable Debt 


. Treasury bills $12,124 
Certificates 29,246 
Treasury notes 3,596 
Treasury bonds l 

Bank eligible 60,789 
Bank restricted 49,636 
Other 161 
$155,552 


Total 


range debt program concerns a reduc- 
tion in the floating debt.! 
fiscal theory has always stressed the 
importance of reductions in floating 


debts from wartime peak levels, if gov- ` 


ernments were not to be subjected to 
the hazards of fluctuating interest rates 
and were to be enabled to borrow in, 
later emergencies. 

This fiscal theory was predicated on 
the existence of money markets free to 
. 1For a discussion of previous floating debt 
policies in the United States, the United King- 
dom, and France, see “The Problem of the 
Floating Debt,” a mimeographed study by 
Gail E. Sharpe, issued on January 11, 1945 by 
the Department of Financial and Business Re- 
search of the Chase National Bank. 


Orthodox - 


` Nonmarketable Debt 


U. S. Savings bonds $56,537 
Treasury bonds—investment series 954 
Treasury savings notes 6,768 
Armed forces leave bonds 376 
Other 376 

Total 865,011 
Special Issues $33,358 


short-term debt initially issued with a 
maturity of a year or less, but also of 
that debt initially issued with a longer 
maturity which has approached within 
a year of maturity. The volume of 
floating debt over the past few years is 
shown in Table 2. The definition which 
we have given of the floating debt ex- 
cludes nonmarketable redemption obli- 
gations and special issues, but the total 
is high, and the proportion of floating 
debt to total marketable debt has shown 
little change over the past several years. 
The present large volume of the float- 
ing debt, $52,707 million, is the result- 
ant of two conflicting forces. First, 
debt redemption in the postwar period 
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has taken the form mainly of a reduc- 
tion in short-term obligations. Second, 
the maturing debt which was not re- 
deemed has been refinanced by the 
issuance of one-year obligations. Had 
there been no debt redemption since 
“December 31, 1945, and had the ma- 
turing debt been refinanced, as was 
the case, into one-year obligations, the 
floating : debt would by now have 
reached the staggering total of $92,272 
million. On the other hand, had the 
amount of debt’ redemption remained 
the s4me and had the maturing notes 


one-year obligations, the floating debt 
will total $91,200 million. The amount 
outstanding may greatly exceed this 
total if the Treasury issues short-term 
debt to finance the impending cash 
deficits.2# 

A floating debt approximating $91,200 


‘million will not only ot permit the es- 


tablishment of a money market in which 
interest rates can show response to the 
supply of and demand for funds, but 
will cause the Government to seek 
greater money-market controls, taking 
the form, in all probability, of a sec- 


TABLE 2—TsHE FLOATING DEBT 


(In millions of dollars) 
HT Ta TT a ae i 


Endl eee Certificates |Other Marketable Total Total Per Cent of Total 
of . Bills ` o Debt Maturing Floating Marketable | Floating to Total 
Year Indebtedness | Within a Years Debt . Debt Marketable Debt 
1941 $ 2,002 —- $ 1,117 $ 3,119 $ 41,562 7.5 
1942 6,627 $10,534 3,981 21,142 ` 76,488 27.6 
1943 — 13,072 22,843 6,917 42,832 115,230 37.2 
1944 16,428 30,401 8,020 54,849 161,648 33.9 
1945 17,037 38,155 15,355 70,547 198,778 35.5 
1946 17;033 29,987 7,932 54,952 176,613. . 31.1 
1947 15,136 21,220 14,377 50,733 165,758 30.6 
1948 12,224 26,525 10,329 49,078 157,482 31.2 
August i 
31 ' : 
194 12,124 29,246 11,337 52,707 155,552 33.9 





a Including a small volume of postal savings bonds. 


and bonds been refinanced into obliga- 
tions with maturities of five years and 
longer, the floating debt would amount 
to only $29,046 million. The combina- 
tion of debt redemption and the refi- 
nancing of maturing debt into one-year 
obligations places the floating debt be- 
tween; these two extreme figures, or at 
the present total of $52,707 million. 
The continuation of the refinancing 
policies followed since the end of the 
war will lead to a rapid increase in the 
floating debt. In fact, by the end of 
1952, if no further debt redemption oc- 
curs and if all maturing obligations are 
refinanced as of first call dates into 


ondary reserve requirement for all com- 
mercial banks. 

The restoration of a situation in ` 
which interest-rate policy can be flexible 
and in which monetary policy can be 


- used to check inflationary forces and so 


make for a stable prosperity within the 
framework of a competitive-system calls 
for the termination of present policies 
and for a sharp reduction in the float- 
ing debt. This can be accomplished by 
refinancing the unredeemed portions of 


1a Between August 4 and September 8, 1949 
the Treasury increased the amount of bills 
outstanding by about $800 million in order to 
finance its current cash deficit. 
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all called and maturing notes and bonds 
into intermediate and long-term securi- 
ties and by reducing in the same fashion 
the aggregate volume of Treasury bills 
and certificates from their present total 
of $41,370 million to about $18 billion. 

The figure $18 billion is suggested as 
an appropriate total for Treasury bills 
and certificates for the reason that such 
an amount would seem to satisfy the 
needs. of the Treasury and-the com- 
mercial banks for a short-term instru- 
ment. The Treasury probably requires 
a short-term debt of about $4 billion 
to equalize seasonal differences between 
operating cash receipts and expendi- 
tures and to avoid carrying unneces- 
sarily large workin® balances. The 
commercial banking system probably 
requires an aggregate volume of Treas- 
ury bills and certificates of about $14 
billion * to satisfy its liquidity require- 
ments. 

The fact that no more than $18 bil- 
‘lion of Treasury bills and certificates is 
presumed necessary to meet the de- 
mands of the Treasury and of the com- 
mercial banking system for a short- 
term instrument indicates that a sub- 
stantial reduction could be made in the 
floating debt. A reduction in the float- 
ing debt will of necessity bring about 
an increase in the interest costs on the 


2 This figure was obtained by adjusting the 
total volume of short-term money-market in- 
struments (brokers’ loans, commercial paper, 
and bankers’ acceptances) outstanding in 1927, 
a relatively normal year, for subsequent 
changes in deposit volume. Thus, at the end 
of 1927 the total volume of short-term money- 
market instruments came to $6 billion. If 
one assumes that this volume then satisfied 
the liquidity requirements of banks, the pres- 
ent volume so required would total $14 bil- 
lion in view of the greater-volume of bank 
deposits now as contrasted with the earlier 
period. This figure makes no allowance for 
the current rather small volume of brokers’ 
loans, commercial paper, and bankers’ ac- 
ceptances, and no allowance for the smaller 
deposit velocity now as contrasted -with that 
of 1937, 
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debt, but this seems the least important 
factor to consider in developing a con- 
structive public debt policy. 


MATURITY DISTRIBUTION OF 
MARKETABLE DEBT 


Closely related to the problem of 
funding the floating debt is the need 
to space properly and to extend debt 
maturities. In developing such a pro- 
gram, the Treasury must decide whether 
to take as points of reference first call 
or final maturity dates. Up to the pres- 
ent time the Treasury has redeemed or 
refinanced maturing debt as of first 
call dates. The market has adjusted 
itself to this practice, and it might well 
be continued. 

It will be noted from Table 3 that 
maturities as of first call dates are rela- 


TABLE 3-—MATURITY SCHEDULE OF 
MARKETABLE TREASURY BONDS 


(In millions of dollars) 


Calendar By First By Fixed or Final 
- Years Call Dates Maturity Dates 
1950 $ 8,088 $ 2,635 
1951 11,996 3,390 
1952 17,012 8,579 
1953 725 10,890 
1954 681 17,138 
1955 2,611 3,491 
1956 6,253 681 
1957 none , none 
1958 919 1,449 
1959 8,754 4,804 
1960 1,485 2,611 
1961 none 50 
1962 2,118 8,754 
1963 2,831 919 
1964 7,600 none 
1965 5,197 1,485 
1966 3,481 none 
1967 22,372 2,118 
1968 none 2,831 
1969 none 7,600 
1970 none 5,197 
1971 , none 3,481 
1972 none 22,372 
Total $102,123 $110,475 
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tively small in 1953, 1954, and 1958, 
and that no issues are callable in 1957 
and 1961. This suggests that the ma- 
turities of new. issues should be placed 
in these five years and also in the pe- 
riod beyond 1967, which is devoid of 
issues reaching their first call dates. 


As a possible program for the next - 


few years, it is suggested that the Treas- 
ury reduce the outstanding volume of 
Treasury bills and certificates of in- 
debtedness and also refinance the bonds 
($4,375 million, not shown in the ma- 
turity schedule) ‘reaching a first call 
date in December 1949 by issuing notes 
maturing in 1953 and 1954. Treasury 
bonds reaching first call dates in 1950 
($8,088 million) and the one issue of 
Treasury notes ($3,596 million, not 
shown in the maturity schedule) might 
be refinanced by issuing a seven-year 
bond maturing in 1957. Likewise, 
Treasury bonds reaching first call dates 
in 1951 and 1952 might be refinanced 
by issuing obligations maturing in 1958 
and 1961. 

This program needs to be supple- 
mented by frequent issues of bonds 
carrying maturities beyond present lim- 
its arid a rate of interest higher than 
the 2.5 per cent coupon carried by 
the longest issues presently outstanding. 
The first such bond could be issued 
early in 1950 with perhaps a forty-year 
maturity and a 3 per cent coupon. As 
an investment it would have particular 
appeal to insurance companies, savings 
banks, and personal trust accounts. In- 
asmuch as this issue would not mature 
for forty years, the period between 
1967 (the last year on the first-call- 
date schedule) and 1989 would remain 
free for the placing of shorter refund- 
ing issues in future years. The long- 
term bond should be issued for cash 
and the proceeds used to retire market- 
able or nonmarketable debt not other- 
wise redeemed or refinanced, or.to cover 
the current deficit. 
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NONMARKETABLE DEBT 


An unprecedented feature of the pres- 
ent American debt structure is the huge 
amount of nonmarketable debt. The 
component parts of this debt are given 
in Table 1. The bulk of the nonmar- 
ketable debt consists of United States 
Savings Bonds, which, as of the close 
of July 1949, were divided as shown 
in Table 4. 


TABLE 4—Unirep SrAres Savincs Bonps 
Jury 31, 1949 


(In millions of dollars) 





Series D Bonds! $ 1,876 
Series E Bonds g 33,303 
Series F Bonda” 3,593 

- Series G Bonds 17,681 
All Series $56,453 


a Issued prior to April, 1941. 


The Series E Bonds (the war savings 
bonds) were designed to appeal to the 
small investor; Series F and G, to the 
large individual investor and also, un- 
der restrictions, to the institutional in- 
vestor. Inasmuch as small savings 
could have been tapped by coupon 
bonds#a practice followed in other coun- 
tries, the Series E Bond was mainly a 
device to protect, through the estab- 
lishment of definite redemption values, 
the small investor against loss of prin- 
cipal. Once he was so protected, the 
inference was drawn that coupon bonds 
in the postwar period would be allowed 
to fluctuate in response to changes in 
interest rates. The Government had 
protected the small investor, but would 
seem to have no such responsibility to- 
wards the large individual or institu- 
tional investor. 

As it developed, the coupon Don: 
were themselves pegged in the postwar 
period and prevented from declining 
below par. The support operations,. 
carried on by the Federal reserve banks, 
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had their origin in the belief that a de- 
cline below par in the price of the 
coupon bonds would lead to widespread 
cashing of the redemption issues and 
would also plunge the economy into a 
depression spiral. 

Therefore the sale of the E, F, and 
G bonds, instead of contributing to 
money-market, flexibility in the post- 
war period, actually had the opposite 
effect. A large redemption debt not 
only tends (illogically, to be sure) to 
freeze the interest-rate curve on coupon 
obligations, but also places the Treas- 
ury in a precarious position. A de- 
mand liability is created which may 
cause the Treasury to lose control over 
the debt structure.* A well-conceived 
program of debt policy intended to pro- 
mote a condition of stable prosperity 
would, in the opinion of the writer, 
consider discontinuing the further issu- 
ance of Series F and G Bonds and 
would issue Series E Bonds only in re- 
sponse to normal demand. 


SPECIAL ISSUES 


The special issues noted in Table 1 
(of $33,358 million) are held by the 
various government investment accounts. 
Among the most important are the Fed- 
eral Old-Age and Survivors Insurance 
Trust Fund, the Unemployment Trust 
Fund, and the National Service Life 
Insurance Fund. The amount of gov- 


3 Coupon bonds were pegged for reasons 
. that carry little conviction. It is difficult to 
believe that the holders of Series E Savings 
Bonds would rush to cash their bonds by rea- 
son of a decline below par in the prices of 
coupon bonds, when a substantial loss in pur- 
chasing power did not impel them to do so. 
_ This point does not apply to Tax Savings 

Notes, issued simply in anticipation of tax 
revenues, but does apply to the Treasury 
Bonds, Investment Series A-1965, issued in 
the fall of 1947. Because of the favorable 
terms of their yields in comparison with other 
short-term yields, Savings Notes have sold in 
great -quantity recently, the total outstanding 
rising by $1,908 million during July and Au- 
gust. 
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ernment obligations held by these vari- 
ous accounts and the rate of interest 
paid on these obligations are functions 
of the statute laws surrounding each 
one of the accounts. There is no doubt 
that the legal provisions of these many 
statutes should be reviewed in the light 
of the needs of the accounts themselves 
and the development of a constructive 
program of debt management. 


OWNERSHIP DISTRIBUTION OF DEBT 


Over the long run, the aim of debt 


“management should be that of placing 


the debt to the greatest extent possible 
with permanent holders, i.e., individual 
and institutional investors. Broad in- 
vestor ownership means stable owner- 
ship. This type of ownership can be 
promoted by a better spacing of debt 
maturities and by adjusting the ma- 
turity- distribution of the debt to indi- 
vidual and institutional investment re- 
quirements. Over-all maturity spacing 
permits institutional investors to achieve 
liquidity irrespective of ‘interest rate 
and price fluctuations. 

The ownership distribution of the 
debt as of June 30, 1949 is given. in 
Table 5. Over the long run, the debt 
held by the “other corporations and as- 
sociations,” state and local governments, 
and United States Government invest- 
ment accounts will probably decline. 
The “other corporations and associa- 
tions” include a miscellany of private 
and government corporations which in 
due course will probably use the funds 
now invested in government obliga- 
tions. The same observation applies to 
state and local governments, which will 
wish to make use of the funds in pub- 
lic works construction, and also to the 
United States Government investment 
accounts, which may in time need to 
liquidate some_part of their holdings. of 
government obligations in order to meet 
the claims of various beneficiaries. 
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TABLE 5—ESTIMATED OWNERSHIP OF UNITED STATES GOVERNMENT OBLIGATIONS, 
. JUNE 30, 1949 


(Par value amounts in millions of dollars) 
a 


Held by Banks 





Held by Nonbank Investors 





Commercial banks 63.2 Individuals 68.8 

Federal reserve banks 19.3 Insurance companies 20.9 

Mutual savings banks 11.6 

Other corporations and associations 22.5 

State and local governments 8.2 

United States Government invest- 
ment accounts 38.3 
Total 82.5 Total 170.3 
e United States Savings Bonds are included at current redemption values. 

The conclusion is that time will bring upon the economy as a whole. Ba- 


about an important change in the own- 
ership distribution of the debt and that, 
in consequence, every effort should be 
made to increase the debt holdings of 
individuals, insurance companies, and 
mutual savings banks. These holdings 
should take the form of coupon bonds, 
except for any normal increase of E 
bonds. The coupon rates on new bonds 
should be sufficiently high to induce 
these groups to purchase and hold gov- 
ernment obligations. Unless this policy 
is followed, commercial banks will be 
expected, in the course of time, to pur- 


chase increasing amounts of the debt . 


arising ‘from deficit financing and from 
the liquidation of debt by other hold- 
ers, with effects which may be highly 
disturbing and highly inflationary to 
the economy. . 


INTEREST RATE STRUCTURE 


Closely allied to this discussion is the 
fundamental premise that debt and 
monetary management should be such 
as to permit the establishment of a 
flexible money market. Otherwise, 
more rigid controls will be imposed 
upon commercial banks and new con- 
trgls will come to be imposed upon in- 
surance companies, savings banks, and 
other institutional investors and also 


sically, the issue of a flexible money 
market involves the continuance or dis- 
continuance of the private enterprise 
competitive system. Over the long run, 
interest rates cannot be controlled with- 
out bringing the whole economy under 
a comparable degree of control. 

A flexible money market means flexi- 
bility in both short- and long-term rates. 
It means the abandonment by the re- 
serve banks of their support of govern- 
ment bond prices. It means the aban- 
donment of the fetish of par. 

The establishment of money-market 
flexibility means that the rate of inter- 
est will be able to perform its function © 
in the stimulation of savings and in the 
rationing of capital demand. The Gov- 
ernment will not need to compartmen- 
talize future issues of the debt, distin- 
guishing, for example, between bank 
eligible and bank ineligible issues. If 
government bond prices are not to be 
supported, commercial banks, from en- 
lightened self-interest, will acquire 
simply the shorter obligations. Savings 
banks and insurance companies; pur- 
chasing for yield, will center their buy- 
ing on longer-term issues. 

The present time, when bond prices 
are above the pegs, would seem an 
ideal opportunity for the Federal Re- 
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serve System to extricate itself from its 
price support policies. Instead of seiz- 
ing this opportunity, the Open-Market 
Committee of the Federal Reserve Sys- 
tem on June 28 issued a statement 
which leads to the conclusion that, while 
prices of government bonds will be al- 
lowed to rise in this period of recession, 
they will not be permitted to fall below 
par in any succeeding period of rising 
economic activity and credit demand. 
The economic implications of this one- 
way policy in leading inevitably to more 
pervasive controls have received little 
recognition. . 


Dest RETIREMENT AND CYCLICAL 
FLUCTUATIONS 


The historical policy of the United 
States has been to reduce debts from 
wartime peak levels. Inevitably debt 
reductions take place during periods of 


prosperity, when tax revenues are large . 


and expenditures are not subject to ex- 
traordinary demand. The largest re- 
duction in the Civil War debt occurred 
in the decade of the 1880’s; and in the 
debt incurred in World War I, in the 
1920’s. The policy of debt reduction 
has justified itself, for it has preserved 
the credit of the Government and has 
facilitated later borrowings in periods 
of emergency. Insofar as possible, debt 
retirement should be made an integral 
part of budgetary planning. 

If, over the long run, the public debt 
is to be reduced, the reduction during 
the upwatd sweep of the cycle must ex- 
ceed increases taking place during pe- 
riods of recession. The amount of debt 
retired in periods of boom cannot be 
determined by formula, but will depend 
upon general fiscal policy. 

The cash surplus receipts “of the 
Treasury in periods of high-level ac- 
tivity should be directed towards re- 
ducing the debt held by the commer- 
cial banking system. This action will 
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have a particularly restraining effect 
upon the excesses of the boom. If the 
debt retired is that held by commercial 
banks, bank deposits will decline; if 
the debt retired is that held by the Fed- 
eral reserve banks, bank deposits and 
bank reserves will both decline. This 
was in general the policy followed from 
February 1946 (when the debt reached 
its postwar peak) to the end of 1948. 
As a means of restraining inflation, how- — 
ever, this action was in large part nulli- 
fied by the price-support operations in 
which the Federal Reserve System en- 
gaged. 

In periods of recession, Federal tax 
revenues will decline and expenditures 
will remain the same or increase. A 
budgetary deficit will emerge, and ad- 
ditional government obligations must be 
marketed. Interest rates will decline, 
not only by reason of a decline in the 
demand for funds but also by reason of 
a cessation of restrictive credit policies 
by the Federal reserve bank. Some 
part of the increase in debt may have 
to be sold in short-term form to the 
commercial banks, but a part can be 
sold in long-term form to institutional 
investors, which are experiencing a de- 
cline in the private demand for funds. 
In fact, in recession the Government has 
a good opportunity to extend debt ma- 
turities. . 


THe Dest BURDEN 


Discussion of a debt policy for a 
prosperous America would not be com- 
plete without giving consideration to 
the question of the burden which the 
debt imposes upon the economy. Save 
in exceptional instances, the American 
public debt has arisen from the need 


to finance war expenditures. In conse- 


quence, the debt is unproductive, in the 
sense that it must be serviced from the 
general revenues of the Government 
and not from the income of specific pro- 
ductive ventures. 
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Public debts, increasing rapidly in 
time of major war, initially generate a 
whole series of disturbances. Financed 
in part by increases in the money sup- 
ply, they set up inflationary pressures 
which may express themselves in a price 
rise during the war itself, as was the 
case during the Civil War, or, in the 
event of price and rationing controls, 
may express themselves in a price rise 
after the war, as was the case following 
both World Wars. The inflation itself 


gives rise to stresses and strains in the’ 


economy which in turn lead to defla- 
tion. Whether the debt, following the 
period of initial postwar deflation, con- 
tinues to be a disturbing factor and 
a ‘drag on the economy depends upon 
a number of considerations, including 
fiscal, monetary, and debt-management 
policies. 

` To some ‘students of the subject, the 
debt, even after the shock of war and 
initial : postwar disturbances, seems to 
be a burden by reason of interest 
charges and amortization costs.” In 
consequence, they reason that. interest 
costs should be held down to the lowest 
possible amount, even if inflationary 
means must be invoked to do so. 

It needs to be borne in mind that in- 
terest costs on the public debt now com- 
prise but one item, and not the largest 
item, in total expenditures. Thus, in 
- the calendar year 1948 interest pay- 
ments on a budgetary basis amounted 
to $5,353 million, or to 14.8 per cent 
of total budgetary expenditures. They 
constituted a smaller proportion of total 
budgetary expenditures than they did 
in the decade following the Civil War 


5 Interest costs may cause internal disturb- 


ances if government bonds are held by one 


group and the taxes paid by other groups. 
This was the situation in the post Civil War 
period, when the tax system was largely re- 
gressive in character. Because of our highly 
progressive personal income tax and also our 
corporate income tax, the present situation is 
not analogous. 
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and World War I, and were exceeded 
in total amount both by defense ex- 
penditures and by expenditures on ac- 
count of the Veterans Administration. 
On a cash basis, interest payments 
amounted to an even smaller sum, 
$3,855 million, which itself comprised 
but 10.4 per cent of total cash pay- 
ments of the Government.® 

A flexible interest-rate policy, it is 
true, will lead to larger annual interest 
payments on the present debt volume.” 
Increased costs resulting from a flexible 
policy are amply justified, however, 
since such a policy is needed to reduce 
the amplitude of cyclical fluctuations, 
preserve the private enterprise system, 
and provide the necessary environment 
for a dynamic expansion of the Ameri- 
can economy. l 
_ A dynamic expansion of the Ameri- 
can economy, by increasing real income 
and Federal revenues at the same or 
lower tax rates, will of itself permit a 
reduction of the debt and concomitantly 
of annual interest charges. Indeed, if 
we are saved the scourge of other wars 
and if the dynamic potentialities in the 
American economy are given full ex- 
pression, the marketable debt can prob- 
ably be completely extinguished within 
fifty years. Extinguishment of the 
debt at this rate will not curtail the es- 
sential services of Government. Rather, 
these will be amply provided by the in- 
crease in real income, which, if it in- 
creased at the rate it did between 1889 
and 1939, would, at the end of fifty 


6 Interest payments on a cash basis are 
smaller than those on a budgetary basis be- 
cause of interest accruals on the war savings 
bonds and the interest credited to the obliga- 
tions held in the various investment. accounts 
of the Government. 

7 Some part of this sum will return to the 
Government via tax revenues. 

8 If our recommendations were accepted, 
the nonmarketable debt would consist simply 
of the special issues in the trust and invest- 
ment accounts, Tax Savings Notes, and the 


` Series E Bonds. 
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years, be nearly three and a half times 
the present total. There lie before us 
vast unexplored technological frontiers 
which, as they are developed, will rap- 
idly increase the real income of our 
people.’ 

In other words, rapid expansion will 
be our fortune and stagnation not ‘our 
lot if we, through monetary, fiscal, tax, 
and debt-management policies, give full 
scope to latent industrial energies. The 
policies should be not only such as to 
reduce cyclical disturbances so detri- 
mental to progress, but also such as to 
stimulate the formation of and remove 
the penalties attached to risk capital, 
and to enhance the competitive phases 
of our economic life. An environment 
will then be provided in which real in- 
come will rapidly rise and debt be rap- 
idly reduced.: 


SUMMARY. 


It is the thesis of this paper that pub- 
lic debt- management should be directed 


towards reducing cyclical fluctuations ` 


in business activity and prices, and, in 
general, towards the restoration of com- 
petitive money and capital markets. If 


9 Between 1818 and 1913 the national in- 
come of Great Britain, in current pounds, in- 
creased from £400 million to £2,300 million. 
The ratio of internal debt service to national 
income fell from 8.12 per cent to 1.07 per 
cent, even though the debt itself, by reason of 
‘debt policy, declined by a relatively small 
amount from £840 million to £650 million. 
(Report of the Committee on National Debt 
and Taxation [The Colwyn Report], London: 
His Majesty’s Stationery Office, 1937, p. 235.) 
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public debt management takes this di- 
rection, the debt will cease to be a dis- - 
turbing influence on our economic life 
and will provide a suitable background 
for economic progress. 

Public debt management of this char- 
acter requires a substantial reduction in 
the floating debt, a proper spacing and 
extension of debt maturities, the placing 
of the debt insofar as possible with 
permanent holders, the reduction of the 
marketable debt during periods of high- 
level activity, and a genuine unpegging 
of the interest-yield curve on govern- 
ment obligations. 

Within the next year or so, when 
postwar deflationary forces have run 
their course, the economy will have ad- 
justed itself to present debt totals, and 
the debt itself need constitute no dis- 
turbing burden provided that the poli- 
cies outlined in this paper are adopted. 
The debt will be reduced in periods of 
prosperity and in consequence of that 
prosperity. The management of the 
debt can be such as to temper the pe- 
riod of prosperity, preventing it from 
flaring out into the feverish activity of 
the boom. As prosperity is tempered, 
so will the succeeding period of reaction 
be less severe. A milieu will be pro- 
vided for a long-term upward trend in 
real income which will permit market- 
able debt to be extinguished. Inasmuch 
as this will take place over a long pe- 
riod of time, present holders will be 
able to seek other outlets for their 
funds, which will not be lacking in the 
course of dynamic progress, 


B. H. Beckhart, Ph.D., New York City, is professor of banking at Columbia Univer- 
sity, and economist of the Chase National Bank. He has served as educational supervisor 
of the New York Chapter of the American Institute of Banking, secretary of the Board of 
Trustees of the Banking Research Fund of the Association of Reserve City Bankers, and 
in various other capacities in the field of banking and finance. He is author of The 
Discount Policy. of the Federal Reserve System (1924) and The Banking System of 
Canada (1929), and co-author of The New York Money Market (1931-32). 


f 


Book Department 


Mouton, Harotp G. The State of the 
Ameritan Economy. Pp. x, 70. Los 
Angeles: Haynes Foundation, Univer- 
sity of California, 1949. No price. 


This volume contains three lectures de- 
livered by Dr. Moulton under the Haynes 
Foundation. ‘They do not make exciting 
reading, but no one can object to much of 
the histary, analysis, and even forecasting. 

Here are a few comments by one who 
is more reconciled to government activity 
and even intervention than Dr. Moulton. 
(The main theme of the book, if there is 
one, is that government is trying to sup- 
plant the consumer in determining eco- 
nomic activity.) 

In a discussion of recent history, Moul- 
ton carefully stresses the greater rise in 
wages than in cost of living. He is 
strangely silent on profits. At present, he 
would cut public expenditures as much as 
possible. That this is an inappropriate 


policy in the period of declining activity, 


during which he delivered the lecture, 
does not seem to occur to him. The im- 
portant responsibilities of the Government 
_ may also be a deterrent to the achievement 
of these policies. In discussing favorable 
factors in the current situation, he under- 
lines armament expenditures. Why not 
the $60 billion of all government expendi- 
tures? 

A historical analysis by countries sug- 
gests the conchision to Dr. Moulton that 
countries having recourse to exchange de- 
preciation in the thirties did not recover 
more than the gold countries. The evi- 
dence is otherwise. 
Deprecigtion, Harvard University Press, 
1936.) 

According to Moulton, government meas- 
ures failed to stem the tide in 1937-38. 
But he should also note that the decline 
was shart-lived in contrast with the de- 
cline in 1930-32 which was given the natu- 
ral recovery treatment. I do not share his 
pessimism concerning the potentialities of 
the Employment Act of 1946. And, finally, 
I am surprised to learn that the European 


(Cf. my Exchange. 


Recovery Program had very large infla- 
tionary effects on the American economy. 
He underestimates the skill with which 
American government officials diverted de- 
mands for scarce products to other markets, 
SEYMOUR E. Harris 
Harvard University 


TavrorR, Horace, HArotp BARGER, and 
others. The American Economy in Op- 

. eration. Pp. xiv, 846. New York: Har- 
court, Brace and Co., 1949. $4.75, 


This is the latest in the well-known se- 
ries of texts arising out of the course in 
Contemporary Civilization given at Co- 
lumbia College, Columbia University, New 
York, Like its predecessors, it seeks to 
give the beginning student a broad knowl- 
edge of economic institutions, together 
with a few of the laws which govern their 
operations. It is not an economics text 
along traditional lines. The student is not 
given a lengthy analysis of the price mecha- 
nism,-with the customary tables and charts. 
In fact, the only concession to economic 
theory is found in the chapter on the busi- 
ness cycle. Even.here, the discussion is 
brief and impressionistic. 

In the present text, the authors use a 
national-income approach to economic life. 
After outlining the problems facing us 
(mainly those connected with economic sta- 
bility.and with controls over the economy) 
and the resources at our disposal, the text. 
immediately treats of income production and 
distribution. There follow sections on eco- 
nomic organization and on conflict and co- 
operation among economic groups. Money 
and credit, together with public finance, 
are then discussed. The concluding sec- 
tions deal with our part in world economic 
life and the problem of social controls. 

Within the limitations set by the authors, 
the treatment is well done. The style is 
clear, and the use of examples is excellent. 
Undoubtedly, some teachers will ‘quarrel 
with the order of presentation. Thus, the 
business cycle is discussed in Chapter 9, 
whereas the question of full employment 
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does not come until Chapter 31. 
more teachers will be uneasy over the lack 
of adequate theoretical analysis. Even for 
a survey course given to all students, it 
is doubtful that much good is done by 
lengthy surveys of what goes on in eco- 
_ nomic life, with practically no discussion 
on why things happen as they do. 

The discussion of economic controls 
suffers from ambivalence. The authors 
seem to be still fascinated by the Russian 
ideal of total planning, while warning us 
that such methods would not be suitable 
here. Since the text professedly treats of 
political as well as economic problems, 
more weight might have been given to the 
available proofs that total planning is of 
its nature destructive of the higher values 
cherished in the democratic tradition. 

Again, even with the professed limita- 
tions of the book, the inclusion of refer- 
ences for further reading would have been 
helpful. Had‘the authors noted the exist- 
ence. of deeper problems excluded from 
consideration and suggested sources for 
study, there would be less danger that stu- 
dents would rest content with a-superficial 
approach to intricate issues. 

Joun F. Cronin 
Washington, D. C. a 


LOEVINGER, LEE. The Law of Free Enter- 
prise. Pp. xi, 431. New York: Funk & 
Wagnalls Co., 1949. $5.00. 


Mr. Loevinger is a practicing attorney 
who was formerly with the Antitrust Di- 
vision of the Department of Justice. In 
this excellent book, which is a new title in 
the “Modern Industry” series, he presents 
a “popular” exposition of the legal com- 
mandments against monopoly, discrimina- 
tion, and restraints of competition in the 
business world. He has given us histori- 
cal background, economic analysis, and 
remedial suggestion, as well as law, and is 
to be commended for a vital and difficult 
task well done. The presentation is in- 
teresting and challenging, the exposition 
clear and crisp, the generalizations as firm 


and accurate as the nature of the subject . 


permits. 


A feature of this work deserving special . 


mention is the formidable appendix oc- 
cupying well over one-quarter of the space 
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of the book. One section of the appendix 
lists and briefly summarizes all the Su- 
preme Court decisions on restraint of 
trade and monopoly under the Federal 
antitrust laws. Almost three hundred 
cases are included in chronological order, 
beginning with the Slaughter-house Cases 
(1873) and ending with the Columbia 
Steel and National City Lines Cases 
(1948)... 
The meaning of the few words in the 
Sherman Act of 1890 is still being litigated. 
Indeed, it was only three years ago that 
the Supreme Court for the first time gave 
a feasible definition to the pivotal word 


' “monopolize” in that document. The com- 


panion Clayton Act was enacted over 
thirty years ago, but to date not a single 
decision has applied its prohibition against 
interlocking directorates, and its prohibi- 
tion against corporate mergers is a dead 
letter resting quietly in the grave of ju- 
dicial repeal. It is no wonder, therefore, 
that some, including Judge Thurman Ar- 
nold, formerly head of the Antitrust Di- 
vision, have despaired of the ultimate 
efficacy of the antitrust laws. Mr. Loev- 
inger has a brighter ‘view, and his thinking 
runs the following course: 

Crimes which go undetected or unpun- 
ished are a daily occurrence, but no one 
recommends the repeal of criminal codes 
for that reason. The assumption is that 
removal of the legal bars would cause such 
misdeeds to increase. A similar negative 
utility may be ascribed to the antitrust 
laws, for it is fairly. certain that without 
them economic concentration and monopoly 
would have been. much greater. These 
laws have been considered a major reason 
why of the eight corporations which mo- 
nopolized their industries at the turn of 


‘the century, only one retains its former 


degree of power. 

There are various reasons why these 
laws have not been more effective: One 
is found in-the limited personnel and re- 
sources of the Antitrust Division, and it 
is startling to note that during the “trust- 


‘busting” days of Theodore Roosevelt the 


enforcement unit of that group consisted 
of five lawyers and four stenographers. 
Another reason is the refusal of courts to 
impose effectively the criminal sanctions 


4 


198 


of the law, violations of which “have never 
sent a single businessman to jail for a 
single day.” However, “the biggest loop- 
hole in. the antitrust laws remains the re- 
luctance of judges to apply the laws to 
concrete cases on the kind of evidence 
which such cases must necessarily present.” 
This reluctance rests on two factors: first, 
“a natural unwillingness by judges to be- 
lieve that businessmen—their friends, as- 
sociates, and former clients—have broken 
the law, or,-if they have, should be stig-, 
matized publicly”; second, “the ignorance 
of judges about the economic facts of 
life.” 

Thus, the antitrust laws are not im- 
potent; they have been effective, and can 
be more effective with more judicial sup- 
port and expanded enforcement facilities. 
The law of free enterprise, with all its de- 
fects, is. “a good practical framework for 
the economic system” and will help us 
steer “a middle path between economic 
lawlessness and tyranny.” 

BERNARD F. CATALDO 

University of Pennsylvania 


Dirar, Duprey. The Economics of 
John Maynard Keynes: The Theory of 
a Monetary Economy. Pp. xv, 364. 
New York: Prentice-Hall,‘1948. $5.00. 


This book might be characterized as a 
highly successful popularization of the 
work of the late Lord Keynes and particu- 
larly of his General Theory, were it not 
for the fact that “popularization” carries 


with it undesirable overtones of oversim-- 


plification. This would do Professor Dil- 
lard an injustice. He presents in the first 
two-thirds of his book the main ideas of 
the General Theory, but he spells them 
out in detail and integrates them in a way 
which makes them accessible both to the 
_ average undergraduate and to the inter- 
ested-layman. It is hardly necessary to 
summarize the content of these chapters. 
The remainder of the book is given over 
to policy discussions and a highly sugges- 
tive final chapter on “The Development of 
Keynes’ Thought and the Social Philoso- 
phy Tawards Which It Leads.” A bibli- 
ography of Keynes’s writings and exten- 
sive references to the relevant Keynesian 
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literature at the end of various chapters 
are useful parts of the book. 

Professor Dillard writes not only as an 
admirer of Keynes (only a dull person 
could fail to be intrigued by the person- 
ality and intellect of Keynes, regardless of 
whether there is agreement or not) but as 
a faithful apostle. Thus the book essen- 
tially, though not wholly, avoids criticisms 
as well as further developments of the 
General Theory. In addition, the author 
insists that Keynes was not interested in 
theory as such, but in policy. Hence even 


_ the theoretical chapters are written with 


a view toward their application. 

It is, of course, an author’s privilege to 
write the kind of book he wants. Because 
of this emphasis on policy, the book is 
probably easier to teach and to read than 
if it were written from the standpoint, 
say, of a critical appraisal of the Keynesian 
system. Given his purpose, Professor Dil- . 
lard has done a superior job. 

Yet it is the privilege of the reviewer to 
wonder whether this emphasis on policy as 
against theory is not really defeating the 
aim of the book. To be sure, Professor 
Dillard warns already in the Preface that 
the Keynesian theory is one thing, and the 
policy implications another. To be sure, 
Keynes’s interest was practical. But his 
theory was essentially a short-run theory, 
a fact mentioned by the author only casu- 
ally, and it was perhaps not quite as 
general as Dillard claims. Consequently 
Keynes could overemphasize in an almost 
classical manner the importance of the 
rate of interest in.a manner which few of 
the younger economists would share. And 
his treatment of the influence of wages on 
employment, justified perhaps at the time 
of writing the General Theory, has cer- 
tainly to be revised for our own use, as 
was done, for example, by James Tobin’s 
essay in The New Economics. 

This brings up a second point of em- 
phasis—Keynes’s break with the classical 
tradition. Of course, Keynes was a here- 
tic: every great original mind is. It 
would, in this reviewer’s opinion, only in- 
crease Keynes’s stature to point to such 
other heretics as, say, Schumpeter. But by: 
stressing the policy aspects of Keynes’s 
work and overemphasizing his break with 
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the classical economists, the danger of a 
new orthodoxy arises which is utterly for- 
eign to Keynes’s open mind, and which he 
himself characterized as modern. stuff gone 


silly and sour. Not that Professor Dillard © 


deserves Keynes’s posthumous strictures. 
. Yet I feel strongly that emphasis on 
Keynes’s theory as theory rather than as a 
rationalization of policy would have been 
a greater service. Keynes had sufficient 
practical instinct to neglect or change his 
own theories as the changing situation de- 
manded. Most of us lesser mortals must 
depend somewhat more on a good theory. 


From the author’s standpoint, the last 


chapter, on the development of Keynes’s 
thought, is a fitting climax. It is an im- 
passioned exposition of the many and 
varied writings of Keynes. It is true, as 
Dillard repeatedly points out, that Keynes 
was very much more often correct than 
those he fought.. Yet the “break” with 
the classical orthodoxy seems to this re- 
viewer less a logical break than a superior 
ability of Keynes to adapt himself to rap- 
idly changing situations. | 

For example, Keynes’s superior insight 
led him to fight the restoration of the gold 
standard at the old parity, and to predict 
‘correctly the “Economic Consequences of 
Mr. Churchill.” Yet as a member of the 
Macmillan Committee he was against the 
abandonment of the gold standard, once 
the original mistake and the sacrifices to 
correct it had been made. At the same 
time, Keynes’s proposal to raise tariffs 
must be understood, it seems to this re- 
viewer, not mainly .as unorthodox (al- 
though Keynes’s appendix to the Macmil- 
lan -Report can be considered the first 
formulation of the foreign-trade multi- 
plier) , but as an indirect way to reduce 
real wages and thus to ease the pressure 
on British industry and to increase em- 
ployment. Labor fought it, not because 
they were more orthodox than Keynes 
(though they probably were), but precisely 
because they understood that: he was up 
to lowering their real wages. Yet a short 
time later Keynes ceased to favor protec- 
tion once the abandonment of the gold 
standard had made it meaningless and 
harmful. 

These remarks are offered not so much 
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as a criticism of a job well done, but as a 
means of appreciating even more the im- 
portance of Lord Keynes’s work, which is 
independent of its short-run or long-run 
policy implications, and which will shape 
economic thought and practice for a long 
time, even after the last of the original 
pronouncements of the, General Theory 
will have been shown to be untenable. 
W. F. STOLPER 
University of Michigan 


Hancock, W. K, and M. M. GOWING. 
British War Economy. Pp. xvii, 583. 
London: His Majesty’s Stationery Office, 
1949, 21s. On sale by British Informa- 
tion Services, New York. $5.50. 


The first of a series of volumes devoted 
to the scientific study of the social, eco- 
nomic, and administrative experience of 
World War II, under the editorship of 
W. K. Hancock, Fellow of All Souls Col- 
lege, Oxford, the present book turns back 
the clock to the days when the United 
Kingdom stood alone as the defender of 
the democratic tradition. After the British 
Cabinet decided in 1942 to gather mate- 
rials for a history of the conflict, the co- 
authors were given access to all official 
documents. The artistry with which they 
have collated facts and the clarity of their 
exposition combine to make this civil his- 
tory a living record of Britain’s struggle 
to forge an invincible war economy. 

Dividing their study into five broad pe- 
riods of military significance—Perspective, 
Period of Anglo-French Alliance, From 
Dunkirk to Pearl .Harbor, From Pearl 
Harbor to Normandy, After Normandy— 
the authors base their analysis upon the 
belief that economic events should be 
linked with strategic events, that a con- 
trolled economy cannot be understood 
without an over-all view of the controlling 
institutions, and that it would be insular 
and unrealistic to ignore the international 
environment which so powerfully governs 
a nation’s economic effort. 

British War Economy is commended 
especially for its critical viewpoint, its ex- 
cellent documentation, and its effort to tell 
the whole story with both dispassion and 
completeness. Although its emphasis is on 
the winning of the war, and not on the 
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consequences of the conflict, the story of 
economic mobilization has many implica- 
tions for peace and offers ample explana- 
tion of why Britain’s postwar economy 
bears little resemblance to the 1938 model. 

The conversion of the whole British 
economy to purposes of war, one of the 
miracles of the modern world, has been 


preservad for posterity by Hancock and - 


Gowing. What remains undisclosed by 
them is whether the Labor Party can con- 
vert the country’s resources to purposes 
of peace as speedily and capably as the 
coalition government dedicated them to 
war, and whether the man in the street, 
lacking the impetus of a victory drive, can 
sustain the ceaseless effort vital to restor- 
ing the United Kingdom to a leading po- 
sition in the world. These questions lie 
outside the limitations of this volume, and 
will be answered by time and circumstance 
‘and, to some degree at least, by as yet un- 
“published books in the ambitious project 
bearing the title of “History of the Second 
World War.” However, the British peo- 
ple and.Americans as well—for this coun- 
try has a prominent position in British 
War Economy—owe a debt of gratitude to 
Hancock and Gowing for their description 
of how war came to the United Kingdom, 
_and what the Government did to fashion 
an economy which assured the courageous 
nation the wings—if not what seem to be 
the reluctant fruits—of victory. 
Mary E. MURPHY 
Hunter College of the 
City of New York 


CoHEN, Jerome B. Japan’s Economy in 
War and Reconstruction. Pp. xix, 545, 
Minneapolis: University of Minnesota 
Press, 1949. $7.50. 

It is scarcely less than academic effron- 
tery to attempt to evaluate Jerome B. 
Cohen’s book within the limits of this re- 
view. The volume contains some 290,000 
words of text, 82 tabulations, and 17 vivid 
charts presented in a “slick paper” ap- 
pendix. An index of laws and ordinances 
occupies more than two pages, while it re- 
quires nearly seventeen of highly con- 
densed matter to accommodate the subject 
index. 
The textual: material is divided into seven 


In fine, this is a mammoth tome.. 
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chapters, the shortest of which is 47, the 
longest 88, pages. 

Chapters 1 and 7 are more readable to 
the layman, since they contain less docu- 
mented analysis. Chapter 1 presents the 
Japanese economy between 1930 and Pearl 
Harbor, while 7 describes the country un- 
der occupation. - Four chapters are devoted 
to the substantive data of wartime attrition 
with its worsening productivity in steel, 
oil, coal, electric power, chemicals, aircraft, 
ordnance, motor vehicles, labor power, 
food, clothing, and shelter. 

Probably the best characterization which 
the story of wartime and postwar Japan 
suggests Is. found in the author’s Preface: 
“Basically Japan’s recovery remains de- 
pendent upon a very considerable expan- 
sion of her foreign trade and this awaits 
stability and recovery in all Asia. Japan 
cannot recover in a Far Eastern vacuum.” 

The book is replete with effective phras- 
ing such as “watering of the labor force,” 
“tug-of-war between the Ministry of Agri- 
culture and the military... ,” “techno- 
logical ineptitude,” and literally hundreds 
of others. 

The inevitability of Japanese defeat is 
effectively pictured by comparison of out- 
put of military goods. Japan’s peak year 
of production of such commodities was 
1944. Compared to’ American production, 
the former’s output of airframes was 11 
per cent, aircraft engines 14 per cent, naval 
tonnage 11 per cent, cargo tonnage of 
ships 17 per cent, tanks 4 per cent, trucks 
8 per cent, mortars. 4 per cent. The over- 
all picture of military matériel was but 10 
per cent of the American prototypes. This 
unfavorable proportion was not due to 
factory losses from bombing, but to short- 
ages of materials, transportation, and 
skilled labor, none of which, in turn, were 
due to bomb damage. Beginning in 1943, 
the differentials between planned alloca- 
tions of materials and actual deliveries 
consistently and continuously deteriorated. 

On the ‘whole, the author feels that 
SCAP has tackled its job intelligently, and 
has made definitive progress toward récon- 
struction in processing and manufacture. 
It is beyond the power of SCAP or any 
other agency or government to remedy the 
deficiencies of food production. Finally, 
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the Japanese of all ranks, levels, and cate- 
gories appear convinced that “war does 
not pay.” While the notes are those of 
this reviewer, they are the clear implica- 
tion of the devastating data of this book. 
Crayton D. Carus 
University of Southern California 


WEBER, ApoLr. Markiwittschaft und Sow- 
jetwirtschaft: Ein Vergleich. ` Pp. xvi, 
471. Munich: Richard Pflaum, 1949. 
DM 14. 


As the title suggests, this book by a 
noted German economist is essentially, a 
comparison between free enterprise and 
planned .economies. There is really not 
much to say on the first part, which is de- 
voted to a discussion of a free market 
economy, except that its tools of analysis 
and frameworks of policies are somewhat 
outdated. The second part deals with 
planned economy, or “order economy” in 
‘Professor Weber’s terminology. It con- 
tains a fairly brief statement on the “in- 
direct order economy” of Nazism. The 
main weight of this part, as indeed of the 
whole book, rests on the discussion of the 
“direct order economy” of Soviet Russia. 

‘The thesis of the book may be appro- 
priately summarized by reference to the 
title of an earlier publication of Weber’s: 
Der Misserfolg des Bolshewistischen Wift- 
schaftssystems (The Failure of the Bol- 
shevist Economic System), 1944. This 
failure, as Proiessor Weber explains, con- 
sists in the inability of the Soviet economy 
to operate efficiently in time of- peace. 
Lacking, as it does, the rational guidance 
of prices formed in the free market, the 
Soviet economic system cannot assure 
optimal satisfaction of consumers’ wants. 
The author also states certain propositions 
with regard to the development of the 
Soviet economy. Thus he asserts that it 
cannot function except by deflecting an 
ever increasing share of its output into in- 
vestment, that this deflection must proceed 
at such a pace that the position of the 
Soviet consumer must perforce deteriorate 
continuously, and that it has in fact thus 
deteriorated. In addition, Professor Weber 
claims that the system necessarily operates 
at the expense of a steady depletion of ex- 
isting resources (forests and minerals); 
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and, finally, that the industrialization poli- 
cies as conducted by the Soviet Govern- 
ment have led to malinvestments of astro- 
nomic proportions. This is happening, 
inter alia, because these policies assign a 
subordinate position to agriculture, while 
Russia “appears to be destined, as no other 
country is, to serve national and world 
economic progress through utilization of its 
agricultural opportunities and through an 
industry based on such a utilization” (p. 
427). 

All these “static”: and “dynamic” propo- 
sitions would have commanded more in- 
terest had they been presented in a less 
dogmatic and more carefully documented 
manner. Rational economic calculus is in- 
deed a most serious problem of the Soviet 
economy. But serious treatment of this 
problem requires more than a few abstract 
propositions concerning the impossibility 
of such a calculus in a socialist economy. 
It requires a more complex theoretical 
framework than that used by the author, 
and it requires a more intimate knowledge 
of the economic organization and of the 
actual economic processes in Russia, Pro- 
fessor Weber gleans most, if not all, of 
his facts not from a critical examination of 
original Russian materials, but from sec- 
ond- and third-hand sources, which he ac- 
cepts with a truly surprising lighthearted- 
ness. In particular, the lack of any criti- 
cal analysis of statistical data (for which 
as a rule no references are given) and the 
rashness of the author’s statistical com- 
parisons are quite bewildering. Within the 
narrow scope of this review, the type of 
generalizations and also of statistical verifi- 
cations in which the author indulges must 
be illustrated by a single example. 

On page 301, Professor Weber says with 
reference to industrial output in general: 
“, .. There is no doubt that output per 
worker (in Russia) is not only far below 
the corresponding average figures in capi- 
talistic countries, but that it shows a fall- 
ing trend. According to official data, a 
driller in the iron ore mines at Krivoi Rog 
produced 57.7 tons per shift in 1940, but 
only 36.5 tons in 1946. Also in the 
Donbass mines, output in underground 
mining is said to be 60 per cent below the 
1940 figure.” These data, for which no 
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reference. is given, may or may not be cor- 
rect. Furthermore, there have been in- 
‘deed various, even though vague, indica- 
tions that iron ore mining in Krivoi Rog 
is subject to decreasing returns. But to 
present such figures without any reference 
to the devastations which took place in the 
Ukraine between 1940 and 1946, and more- 
over to use such a comparison as a statisti- 
cal.corroboration for general assertions con- 
cerning trends in industry as a whole, is 
quite careless, to say the least. 
ALEXANDER GERSCHENKRON 
Harvard University 


Ruccies, RicHarp. An Introduction to 
National Income and Income Analysis. 
Pp. viii, 349. New York: McGraw-Hill 
Book Co., 1949. $3.75. 


In thé economics of enterprise, the- 


study of a firm’s accounts and of the eco- 
nomic theory pertaining to it have -grown 
into full-bodied, separate disciplines. In 
the more recently initiated study of large 
ageregates—employment, income, consump- 
tion, investment, and saving—a disjunc- 
tion such as that characteristic of micro- 
economics is still avoidable, although di- 
vision of labor and departmentalization 
begin to leave their imprint also in these 
fields. Shoup’s text on the national in- 
come, for example, deals chiefly with so- 
cial accounting, whereas the expositions of 
macro-economics by Hansen and Theo- 
dore Morgan primarily contain national- 
income analysis along Keynesian lines. 
Professor Ruggles’ new text differs from 
these works in that it combines, in two 
separate ‘sections of approximately. equal 
length, the elements of social accounting 
and a broad treatment of modern macro- 
economic analysis. He has done a com- 


petent jab, and there is no doubt that. 


many teachers will find his text useful for 
courses on the junior or senior level which 
aim at a well-balanced survey of the mod- 
ern appraach to the analysis and measure- 
ment of the national income. 

A doctrinaire purist might argue against 
this blending of theoretical and statistical 
analysis, in which social accounting be- 
comes tainted with a specific brand of 
theory and in which there occur frequent 
movements from one level of abstraction 
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to another. In the field of macro-econom- 
ics, where so many concepts are opera- 
tional in the sense that they are statisti- 
cally measurable, a juxtaposition of hy- 
pothetical models and empirical data may 
often be called for. Naturally, when dia- 
grams are presented, the threat. of. con- 
fusion will easily be-imminent. Professor 
Ruggles tries to cope with it by labeling 
s “Charts” the diagrams which are based 
on empirical data, whereas the diagrams 
constructed -from hypothetical models are 
called “Figures.” This seems a sensible 
way out of a dilemma which other writers 
have circumvented. by reproducing only 
diagrams of the one or of the other va- 
riety. It is a sign of the times, and not 
a bad one perhaps, that the empirical re- — 
examination of assumptions prominent in 
micro-economics has posed similar prob- 
lems ‘of exposition also in this field. 

Of Professor Ruggles’ seventeen “Fig- 
ures,” all but three are of the type fash- — 
ioned by Hansen, with the 45° line plotted 
as the national income. With all its short- 
comings, this ‘diagram seems to have at- 
tained a status similar to that of the Mar- 
shallian cross in micro-economics, having 
by now been adopted in a number of ele- 
mentary texts. A unique feature of the 
book is a detailed chapter on input-output 
relationships 4 la Leontief, an exposition 
not to be found im any other text. 

A revision of the work might well in- 
clude bibliographies and adequate ref- 
erences, and express recognition of the 
achievements of Professor Kuznets and the 
National Bureau of Economic Research. 
It might also be desirable to introduce the _ 
problem of aggregation and at least to 
touch upon the efforts of the Cowles Com- 
mission and other econometrists, bringing 
together some of the interesting ateral 
on income forecasts. 

Henry Wm. SPIEGEL 

Catholic University of America. 
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Dimock, MARSHALL Epwarp. Business 
and Government. Pp. xv, 840. New 
York: Henry Holt and Co., 1949. $4.75. 


Discussions in this area too frequently 
suffer from an artificial dichotomy between 
economics and politics; economists, whether 
of neoclassical, Keynesian, or Marxist per- 
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suasion, pursue their abstractions oblivious 
to political realities; political scientists ply 
their trade without benefit of economics. 
Dimock: seeks to repair this disastrous 


breach by a rational synthesis of the two ` 


disciplines. Purists and doctrinaires in 
“both camps may object that he fails from 
lack of an integrative principle, but prag- 
matists and evolutionists, who -demand no 
such absolute, will welcome this competent 
and valuable addition to the literature. 

The approach is general rather than spe- 
cial. Historical, descriptive, comparative, 
' and critical methods are employed. to 
synthesize a vast array of material drawn 
primarily from economics and politics and 
secondarily from history, law, sociology, 
and administration. Attention is centered 
on three problem areas—agriculture, labor, 
and business-—-where government seeks to 
promote the general interest through con- 
trol of private action. Beyond this, how- 
ever, government on its own initiative is 
owner, operator, conservator, fiscal man- 
ager, stabilizer, provider of security, and 
over-all planner. These latter functions 
make government an increasingly impor- 
tant factor in social dynamics. 

In economic orientation Dimock is an 
institutionalist—a middle-way progressive. 
He has no faith in neoclassical negativism 
or in Marxist dogma. While he recognizes 
the contribution of Keynes, he avoids sole 
reliance on the Keynesian prescription of 
indirect, minimal, fiscal controls. He re- 
gards private monopoly as intolerable, and 
would eliminate it by enforced competi- 
tion or by public regulation or operation. 
Not being sanguine of success in restoring 
competition, he anticipates further expan- 
sion of public enterprise. But, to preserve 
maximum freedom and individual initia- 
tive, this movement should stop well short 
of socialism, the eventual outcome being 
a mixed economy with limited economic 
planning. 

Many to whom this ideal is acceptable 
will entertain forebodings concerning. its 
attainment. Here Dimock is not reassur- 
ing. Government, with its divided au- 


thority, party irresponsibility, subservience - 


to private interests, and unresponsiveness 
to public opinion, is a defective instrument 


both for effecting the transition and for 
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subsequent management. Political action 
by pressure groups is a two-edged sword 
which may cut either way—-democratic or 
antidemocratic—according to the balance 
of social forces. Unless advocates of the 
middle way come forward with more con- 
vincing prescriptions for achieving a mixed 
economy, extremists of the Right and the 
Left can continue to frighten the demo- 
cratic Center into a state of paralysis. 
Horace M. Gray 
University of Illinois 


BURTCHETT, FLoyp F., and Cxirrrorp M. 
Hicks. Corporation Finance. Revised 
edition. Pp. vi, 712. New York: Har- 
per & Brothers, 1949. $7.50. 


This is a thorough revision by Professor 
Hicks of the Burtchett text of the same 
title, published in 1934. The new edition 
is shorter by more than 250 pages, and 
there is considerable rearrangement of 
chapters. Comparison of the two editions, 
chapter by chapter, shows that Professor 
Hicks has retained most of the ideas and 
methods of presenting them that were con- 
tained in the previous edition, and even 
most of the wording; but the new edition 
is much more readable, and should be less 
formidable to students. 

The book jacket says that this is “a 
comprehensive, up-to-date handbook of 
financial methods, controls and policies for 
the business organization.” In spite of the 
fact that it is intended for use as a text- 
book, presumably in a first course in cor- 
poration finance, the book is heavily de- 
scriptive and detailed—almost encyclopedic 
—though not so much so as the earlier- 
edition. Many topics are covered in de- 
tail suggestive more of a handbook than 
of a textbook. For example, there are five 
pages on the avoidance of after-acquired 
property clauses. 

The legal, accounting, and financial as- 
pects of corporate affairs are well balanced 
and well integrated throughout the book. 
There is a wealth of illustrative material, 
much more than in most texts in this field. 
And there are many good tables and 
graphic analyses. 

Despite the obvious care with which the 
editing, revising, and rearranging job was 
done, there are some inconsistencies in the 
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use of terminology which must be confus- 
ing to the beginning student. For example, 
“individual ownership” (p. 17), “individual 
enterprise” (p. 18), “proprietorship” (pp. 
18-20), and “individual enterprise” again 
(pp. 32-33)—all applied to the same con- 
cept. In Chapter IV there are several 
references to “common stock”; in Chap- 
ter V “ordinary stock” is used (except for 
“common stock” three times on one page); 
in Chapter VI the usage goes back to 
“common stock.” 

Professor Hicks has introduced several 
worth-while teaching aids, not found in the 
first edition. There are, at the end of each 
chapter, a list of questions, several projects 
in the subject matter of the chapter, and 
a bibliography. In a full-year course, the 
suggested projects should be especially 
useful; they are well formulated and are 
within the scope of source material avail- 
able in college libraries, Another innova- 
tion, claimed to be “for the first time in 
the history of the field,” is photographic 
illustrations from the worlds of industry 
and finance. 

For an advanced, full-year course, there 
is plenty of material in this text. I doubt 
whether it is as suitable for an introduc- 


tory course, particularly if only one se- - 


mester in length. l 
i Howard M. Tear, JR. 
Haverford College 


LINTNER, Jonn. Mutual Savings Banks in 
tke Savings and Mortgage Markets. Pp. 
xi, 559. Boston: Division. of Research, 
Graduate School of Business Administra- 
tion, Harvard University, 1948. $5.50. 


Mutual savings banks have a long and 
honorable history of service to the com- 
munities in which they exist. Professor 
Lintner thoroughly investigates their chang- 
ing position as depositories and investors 
of the people’s savings in the seventeen 
states in which they operate, and particu- 
larly in Massachusetts where their impor- 
tance is very great. Nevertheless, the 
relevance of this study is not limited to 
one state, because the Massachusetts ex- 
perience can probably be extended to the 
other sixteen states, and because the hold- 
ings of the mutual savings banks are 
diversified. 
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Mutual savings banks have been losing - 
ground to other thrift institutions which 
have emerged. in later years. The public 
apparently prefers to save its money in 
other forms, such as life insurance policies. 

On the whole, mutual savings banks 
have made comparatively little effort to 
induce the public to save systematically 
with them. In Massachusetts, however, 
they kave provided life insurance. They 
have tried to encourage systematic saving 
through Christmas clubs, school savings 
programs, and so forth. The provision of 
life insurance has been successful in every 
respect. But the other mentioned services 


` have not always paid their way, and al- 


though the service to the community is 
beyond question, it is not clear, from the 


‘record presented by the author, that they 


have helped to put the mutual savings 
banks in a more competitive position vis- 
a-vis the other thrift institutions. 

By far the larger portion of Professor 
Lintner’s book deals with the investment 
experience of the mutual savings banks. 
He studies very exhaustively the experi- 
ence with mortgages, which is appropriate 
in view of their importance in the port- 
folio. 

Mutual savings banks, though traditional 
lenders on real estate, became quite re- 
luctant lenders after 1931, an attitude 
which changed only after the recent hos- 
tilities ended and long after other mortgage 
investors had re-entered the mortgage 
market. Indeed, “savings banks in every 
year after 1931 placed their entire in- 
creases in resources in government bonds 
—and in addition placed all the funds re- 
leased, on balance, from all other invest- 
ments, in the government portfolio. The 
government portfolio was increased even 
in the years in which total resources de- 
clined” (p. 224). 

This reluctance is understandable. Mu- 
tual savings banks sustained big losses on 
their mortgages during the Great Depres- 
sion. Yet Lintner finds that mortgages as 
a whole proved a good investment in the 
sense that they earned more than long- 
term government bonds, even after allow- 
ance for actual losses. The losses, fur- 
thermore, could have been cut by better 
policies of the banks. Lintner finds that 
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unmistakable warning signals as to what 
was coming appeared already in the early 
twenties. The general use of amortized 
mortgages such as are common now, and 
the early accumulation of adequate valua- 
tion reserves, would have reduced losses. 
- Needless to say, no set formula can take 
the place of the experienced judgment of 
the banker. Nevertheless, the author makes 
it quite clear that not everything that hap- 
pened during the depression was an act 
of God. 

The analysis of the mortgage experience 
in its details is extremely interesting, but 
cannot, because of lack of space, be sum- 
marized here. Two points may be men- 
tioned. First, experience with conventional 
mortgages was much better when the prop- 
erties on which they were given were lo- 
cated near the bank holding the mortgage. 

Secondly, residential properties proved 
a much better risk by any standards than 
income properties, and one-family resi- 
dences proved better risks than other 
residential properties. Many explanations 
could be given: loans on residential prop- 
erties are smaller, and the portfolio can 
thus be diversified. The recovery in 
residential properties started earlier than 
that in income properties. Probably also 
. (though this is on the reviewer’s and not 
the author’s responsibility), smaller resi- 
dential properties can be more readily 
substituted: for each other than income- 
producing properties, making both judg- 
ment as to their real worth and final dis- 
posal much easier. 

Altogether, Professor Lintner has pre- 
sented an enormous and comprehensive 
mass of valuable material in what ap- 
pears to this reviewer a definitive form. 
It is unlikely that this book will be super- 
seded in the foreseeable future. 

W. F. STOLPER 

University of Michigan 


GRAHAM, BENJAMIN. The Intelligent In- 
vestor. Pp. xii, 276. New York: Har- 
per & Brothers, [1949]. $3.50. ` 


In an effort to provide laymen with spe- 
cific and practicable investment programs, 
Mr. Graham divides lay investors into two 
broad groups: the “defensive, or the con- 
servative,” investor; and the “aggressive, 
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or enterprising,” investor. The former 
emphasizes avoidance of serious losses and 
is free of effort, annoyance, and the need 
for making frequent decisions. The latter 
is willing to devote time and care to the 
selection of his holdings. 

The defensive investor: is advised to 
divide his portfolio between United States 
Savings Bonds (and/or tax-exempt state 
and municipal bonds if the investor’s tax 
position warrants) and either a diversified 
list of leading common stocks or the shares 
of leading investment funds. He is cau- 
tioned against buying his stocks when 
prices seem unreasonably high in the light 
of past market experience. The bond 
component of the portfolio is 25 to 75 per 
cent, “depending largely on subjective con- 
siderations—the need he [the investor] 
feels for a somewhat higher income, on 
the one hand, and for price stability on 
the other.” . 

In addition to the investments suitable 
for the defensive investor, the aggressive 
investor may acquire: growth stocks (but 
he must beware of paying excessively for 
them); representative common stocks when 
the general market is historically low; sec- 
ondary common stocks, corporate bonds, 
and preferred stocks, at bargain levels; 
and undervalued securities involved in 
“special situations.” The aggressive in- 
vestor will doubtless have a greater turn- 
over in his holdings than the defensive 
type. 

The reasonableness of expression that 
runs throughout this book and the many 
ideas (particularly those that relate to the 
valuing of individual securities) that will 
prove helpful to the lay investor are most 
disarming for the critic. The book has 
many good points, but to this reviewer it 
has a major defect. Mr. Graham’s out- 
line of specific investment programs for 
broad groups of persons runs counter to 
what I regard as a basic idea of investment 
theory and good practice, namely, that 
each investor has unique problems that 
require a unique combination of invest- 
ments to effect a reasonable solution. 
These problems can never be solved to 
complete satisfaction; he can never, for 
example, get both the return and the 
safety of principal that he would like to 
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have. He ‘must combine in a compromise 
fashion investments that have varying de- 
grees of different qualities, such as mar- 
ketability ‘and certainty of income and 
property value in dollar and real terms. 

-In this book there is no treatment of the 
role of life insurance, annuities, or direct 
investment in real estate. The savings 
bank is granted a small place in an invest- 
ment program (p. 126), but that little 
place is seemingly denied on page 131 
where it is stated that U. S. Savings Bonds 
“afford a satisfactory answer to every prob- 
lem of investment except those which re- 
quire a commitment in common stocks.” 
Surely, it would be difficult to contend suc- 
cessfully that the majority of investors can 
make up their investment programs with- 
out giving thought to investments other 
than stocks and bonds. 

The program outlined for the defensive 
investor appears suitable for some per- 
sons, but the almost universal applicability 
claimed for it is not warranted. It could, 
for example, be suitable for a bachelor 
with moderate means, a moderate steady 
income ‘from his daily work, without de- 
pendents, and subject to transfer from 
city to city by his employer. Real estate 
and life insurance would be poor invest- 
ment outlets for him; he might, however, 
consider the desirability of adding to his 
program of stock and bond ownership 
regular payments on an annuity policy to 
protect him in old age if he found it other- 
~ wise difficult to save. 

The Intelligent Investor w not help 
the layman to place investment in securi- 
ties within the structure of his whole in- 
vestment plan. The layman needs to learn 
just what qualities each type of investment 
possesses and what various investment 
combinations are likely to produce. He 
can then make that combination that best 
suits his own needs. 

_ G, Heperton Evans, Jr. 

Johns Hopkins University — 


Ruerr,: Jacoves. L'Ordre social. Pp. 
659. Paris: Librairie de Médicis, 1949. 
No price. 

Jacques Rueff, the distinguished French 
economist, presents in this impressive work 

the fruits of a long experience both as a 
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monetary theorist and as a practical ad- 
ministrator. The book was intended to 
form the second volume of the author’s 
Theorie des Phénomènes Monetaires, but 
during the course of writing (he explains), 
the theory of economic evolution at which 
he arrived seemed to explain “the whole 
problem of government in human society, 
and particularly the mechanism through 
which the social order is established and 
maintained under different political sys- 
tems” (p. 9). Monetary theory is sub- 
ordinated to this increasing purpose, and 
in spite of the technical elaborations the 
work presents itself as one of general so- 
cial theory; it has to be judged on this 
plane. 

Space forbids a critical examination of 
the author’s version of monetary theory. 
essentially couched in terms of analyses of 
general economic equilibrium. It does not 
so much refute as by-pass the all too 
real problems considered in Keynesian and 
post-Keynesian economics. While it would 
be silly to deny the usefulness of ‘an 
equilibrium approach, it would be fatal to 
imagine that the model of the classical 
economist represents a sufficiently close 
approximation to reality to permit practi- 
cal conclusions in .more than relatively 
few instances. = oo 

The formal, indeed mechanistic, ap- 
proach of Mr. Rueff is reflected in his 
conclusions. The basic evil of human so- 
ciety, it appears, is an unbalanced budget. 
“Social disorder or slavery is the only 
choice offered to people who live under 
conditions of financial disequilibrium” (p. 
622). And “if we choose financial order, 
we will have re-established man in the 
dignity belonging to a free and conscious 
creature; if we choose a deficit, we will 
definitely have turned towards degrada- 
tion and slavery” (p. 634). 

Few would deny that deficit financing in 
the long run is a serious evil and that it 
may even lead to the loss of liberty. But 
this is a far cry from the dictum that it is 
through deficit finance that men lose their 
liberty. Unbalance in the budgets may 
be the symptom.of deeper.disorders, and 
while liberty may require financial sta- 
bility, such stability can hardly be the 
“cause” of a phenomenon as complex as 
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“that of liberty. It is a pity that Mr. 
Rueff, in overstating a good cause, may 
have rendered it serious disservice. Over- 


simplification is the danger of the ‘special-. 


ist venturing outside of his own field. 
JOHN LINDBERG 
Princeton, N. J. 


Stoan, HAROLD S., and ARNOLD J. ZURCHER. 
A Dictionary of Economics. Pp. 268. 
New York: Barnes & Noble, Inc., 1949. 
$3.00. 


The more than 2,400 entries in this vol- 


ume relate not only to economic theory but | 


include in addition: accounting, banking 
and finance, consumer economics, corporate 
financing and organization, currency and 
monetary - policy, economic history, insur- 
ance, international trade, investment and 
exchange, labor problems and industrial 
relations, marketing, price policy and price 
mechanisms, production costs and tech- 
niques, public relations, securities and in- 
vestment, trusts and combinations. 

- Also included are descriptions or digests 
of many of the more important relevant 
American statutes and judicial decisions 
and American and international regulatory 
agencies. 

The volume should find its way to the 
desk of many workers in the economic and 
business vineyard. Because of its range, 
the volume is somewhat misnamed. The 
majority of items defined or described on 
many pages are court decisions, statutes, 
or procedures relating to business or some 
phase of business such as accounting, busi- 
ness law, or merchandising. There is con- 
siderable emphasis on financial and labor 
terminology. 

The user interested in economic theory 
is likely to be somewhat disappointed. A 
good standard textbook would index the 
majority of economic terms included, as 
well as some omitted. Among numerous 
terms not included are “marginal efficiency 
of capital,” “indifference curves,” and “ac- 
celeration principle.” Many others might 
be mentioned, The entries under. competi- 
tion and its variants are not as sharp or 


carefully delineated as they might be.. 


While the cross-indexing is helpful, a good 
deal of skipping about is required to get 


207 


the definitions of numerous closely related 
terms and concepts. 

“Cheap money” is said to be a term 
used to describe a condition when the gen- 
eral price level is high. Then as an ap- 
parent afterthought we are told, “The 
term is also used to indicate low interest 
rates.” Inflation is defined as “a dispro- 


~ portionately large and relatively sudden in- 


crease in the general price level.” “Insti- 
tutional economics” is identified almost 
exclusively with the Thorstein Veblen out- 
look. While most definitions are accept- 
able, many of them, especially in the 
newer developments of economics, indicate 
a lack of adequate thought and critical 
analysis. 

The authors do not claim that the vol- 
ume is the final word. It may be hoped 
that in subsequent editions some of these 
weaknesses will be corrected, because a 
volume of this type can be a useful tool 
to a wide range of scholars and practi- 
tioners. 

EMERSON P. SCHMIDT 

Washington, D. C. 


‘SHISTER, JosepH. Economics of the La- 
bor Market. Pp. xxiii, 590. Philadel- 
phia: J. B. Lippincott Co., 1949. $4.50. 
The rapidly growing literature in the 

field of labor economics and the increas- 

ing interest in the subject create a need 
for periodic summation and review. Both 
these ends are well served by Economics 
of the Labor Market, written by one of 
the more prominent younger scholars in 


_ the field. The volume presents more than 


a mere summary of the important work 
done on the subject; it offers an inte- 
‘grated study of the whole field of labor 
economics. 

The book opens with an analysis of the 
institutions related to labor economics. 
The structure of labor and management 
organizations is examined, and due atten- 
tion is given to the increasing role of gov- 
ernment in. collective bargaining. After’ 
arguing that the traditional marginal pro- 
tivity theory is inadequate in explaining 
wage determination, the author turns to 
what he coniders a more realistic approach 
to the problem. This he finds in the in- 
teraction between labor, management, and 
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government. The. volume closes with a 
discussion of wage policy and the institu- 
tions of the labor market in their bearing 
upon the problems of cyclical business 
fluctuations and the achievement of full 
employment. The author has little faith 
in the ability of unions and management 
to resolve these all-pervading issues. In- 
creasing government participation and con- 
trol, he concludes, are necessary to achieve 
a solution, 


The reader will find Economics of the . 
Labor Market informative ‘and stimulat-: 


ing. Value judgments are frequently ex- 


pressed. These are generally sympathetic _ 


to labor’s cause. Union dues, the reader 
is informed, “stand out as extremely low” 
(p. 85). Featherbedding, referred to as 
“output control,” is justified on the basis 


that it is a form of concession to workers, ` 


and its asocial effects are counteracted by 
the employer’s refusal to grant other de- 
mands (p. 194): The argument almost 
‘implies assumption of a wage-fund theory. 
The assertion regarding the beneficial so- 
cial effects of wage increases may be chal- 
lenged and needs further evidence. . 


But the main purpose in Economics of 


the Labor Market, according to its author, 
was to record in one volume “the tre- 
mendous advances in knowledge and ap- 
proach that have been made in the field 
[of labor economics] in the past decade 
or so” (Preface, p. vii). This very con- 
siderable task has been notably accom- 
plished, particularly in view of the wealth 


of material upon which the author had to. 


draw. Professor Shister reveals wide 
knowledge, considerable insight, and an 
intimate acquaintance with the literature 
of the field manifested in his judicious se- 
lection of material. The book is highly 
recommended to those interested in the 
recent developments in labor economics. 

, SAR A. LEVITAN 

Champlain College 


McCormick, CuHartes P. The Power of 
People. Pp. xxiii, 136. New York: 
Harper & Brothers, 1949. $2.00. 

This book is a supplementation and 
broadening’ of some of the concepts pre- 
sented in the author’s original description, 
published in 1937, of what was being done 
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at McCormick and Company oe the 
title “Multiple Management.” 
The book contains an excellent gane 


of management as seen through the work- 


ers’ eyes. It is to be hoped that members 
of management in general will read it and 
be impressed by it. The main theme of 
the book is, however, the fact that “Busi- 
ness is People,” and unless the employees 
are fairly paid and have security, oppor- 
tunity, recognition, and a chance actively 
to participate as a part of the business, it 
cannot fully develop and prosper. The au- 
thor then goes on to show how these ob- 
jectives are secured under the Multiple 
Management Plan used in his company. 
He goes even further and gives the rea- 
sons why, in his estimation, the plan is a 
success, i.e. because it throws men of 
diverse talents together, stimulates them 


_to think creatively, and causes them to 


work as a team. 
For the reader who is not already fa- 
miliar with the principles of the Multiple 


Management Plan, a detailed description 


of its operation is provided. This includes 
an outline of the interrelationships among 
the various boards and descriptions.of the 
composition and modes of functioning of 
the Junior Board, the Factory Board, the 
Sales Board, the Institutional Sales Board, 
and the Senior Board. Typical agenda 
indicate the problems with which these 
boards concern themselves. The experi- 
ence of other companies which have tried 
the plan is also cited. Copies of the by- 
laws of the various boards have been placed 
in the Appendix for further reference. 

By way of conclusion, the author ex- 
presses his belief that if American workers 
can be kept proud of and satisfied with 
their jobs, communism will never gain a 
sure foothold in this country. He believes 
that the only way to stamp out the threats 
of communism is through developing an 
enlightened and publicly accepted free en- 
terprise system. ‘To do this, first, we must 
arrive at an enlightened form of capital- 
ism which holds the welfare of the people 
on a par with profits. Second, the public 
must be informed of this new philosophy - 


of business and how they will benefit from 


it, to ensure their acceptance of it. The 
author offers a specific five-point program 
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to be used to combat communism. He 
believes that it is within the power of 
management to accomplish these objectives 
and it is its responsibility to do so. He 
points out that we won World War II. By 
the same token, we can win the war on 
communism in the United States. 

The author feels that, taken all in all, 
the future is bright. He feels that as 
management increasingly places the hu- 
man factor above profit, it will not only 
better business, but it wili provide leaders 
in government as well. In short, he sees 
no reason why the principles of Multiple 
Management should not be extended to 
the area of government-——just as they have 
been successfully applied during the past 
seventeen years to the field of business. 

It is very obvious that Mr. McCormick 
is an idealist. Yet it is evident from his 
business success that he is also practical. 
Furthermore, there is no question that the 
principles which he enunciates are sound. 
They have been in successful use in his 
business for seventeen years; yet only a 
handful of companies are actually employ- 
ing them. Hence his hopes for the ready 
acceptance of his principles in business, to 
say nothing of government, seems a little 
premature. He is a prophet with a very 
worth-while message. Unfortunately for 
all concerned, he seems to be a long way 
ahead of his time. 

- Rosgert N. McMurry 

Chicago, I. ° 


Worrerrt, Donato: H. Labor Relations 
and Federal Law. Pp. xxv, 148, 30. 
Seattle: University of Washington Press, 
1949, $3.00. 


This is a useful book, for it covers a 
great deal of ground in brief compass. 
The book is more useful than the author 
supposed it might be, since he wrote it 
assuming that the Eighty-first Congress 
would revise the Taft-Hartley Act pretty 
much as the administration and organized 
labor desired. The issues which the book 
raises, concerning the wisdom of the vari- 
ous provisions of the act, are still open. 

Wollett expresses in lay terms a legal- 
istic analysis of the impact of the Taft- 
Hartley Act, both by its plain terms and 
possible interpretations, and as compared 
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with pre-existing law, upon the rights and 
duties of employers, employees, and unions 
in the field of labor relations. He makes 
sharp judgments on the wisdom of the 
act. His basic premise is that a national 
labor policy should favor the institutions 
of collective bargaining carried on between 
equal employer and employee organiza- 
tions. The Taft-Hartley Act is wise, he 
thinks, where it requires unions to bargain 


collectively, and prohibits union actions 


which are repugnant to collective bargain- 
ing, such as strikes and boycotts against 
certified representatives. The Taft-Hartley 
Act is unwise, Wollett holds, where it com- 
promises the principles of collective bar- 
gaining as by permitting decertification of 
unions by a no-union vote, or by weaken- 
ing unions in order to prevent their abuse 
of power. The author believes the closed 
shop should be legally permitted, but the 
law should require open unions, responsive 
to the membership. He believes that the 


act’s ban on secondary boycotts is too 


broad, and that the regulations of make- 
work, check-off, and welfare funds should . 
be repealed because they regulate, by law, 
matters that should be left to bargaining. 

There are some minor flaws in the writ- 
ing of the book. The style, though often 
succinct, suffers from carelessness; at sev- 
eral places it reads like a rough réference 
outline. There is, too, a carelessness about 
legal citations; sometimes they are given, 
yet at other times, important legal de- 
cisions on which the author relies to make 
a point are not cited. The author has 
warned himself not to overstate the case 
against the Taft-Hartley Act; he never- 
theless makes it out to be worse than it is 
in some respects, by erroneous legal inter- 
pretations. There is scant basis to the fear 
that the rule of preponderance of the evi- 
dence, as a guide to judicial review of de- 
cisions of the National Labor Relations 
Board, authorizes the courts to ignore the 
weight given to findings of fact by the 
trier of facts. Nor does the Taft-Hartley 
Act prevent the Board from modifying a 
trial examiner’s report, if the parties do not 
except to it; since Section 10(d) expressly 
empowers the Board to modify any of its 
decisions before review by a Court of Ap- 


peals. Nor does the Taft-Hartley Act 
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impose 4 wider rule of liability for the 
acts of agents upon unions than it does 
upon other economic organizations. 

More important than these technical 
matters are the defects in the author’s 
criticism of the “cooling-off” procedures in 
the Taft-Hartley Act, applicable in cases 
of disputes engendering a national emer- 
gency. Wollett criticizes these provisions 


on the ground that, they do not encourage . 
the partfes to bargain; but this criticism ` 


misses the point that the delay is intended 
to prevent strikes and lockouts only until 
_the Government can make a final, impres- 
sive attempt to mediate the dispute. The 
administration plan to revise the Taft- 
Hartley Act failed because of many causes, 
lying in the complicated nature of Ameri- 
can politics, but one of them was, in this 
reviewer's opinion, the adamant opposition 
of labor to this particular provision of the 
Taft-Hartley Act. On this obstinate in- 
sistence upon what seemed to many to 
be a private interest as against public 
good, the pro-Taft-Hartley forces gathered 
strength enough to stalemate any change in 
the act. ; 

In any reconsideration of. a labor law, 
many of the suggestions made by Wolcott 
offer a basis for a- Federal law that fa- 
vors collective bargaining while preventing 
abuses of power by either unions or man- 
agement. 

JOSEPH KOVNER 

Washington, D. C. 


BROWNE, HENRY J. The Catholic Church 
and The Knights of Labor. Pp. xvi, 
415. Washington: Catholic University 
of America Press, 1949. $4.00 paper; 
$4.50 cloth. ` 


How does the Roman Catholic Church 
arrive at a position on a social question? 


An encyclical is promulgated; what were’ 


the step which were taken to reach this 
stand? 

Dr. Browne presents a case study from 
the days' before modern Catholic social ac- 
tion was launched. The diverse objectives 
of the Knights of Labor and the contradic- 
tions of Terrance V. Powderly, their Grand 
Master Workman for fourteen years, are 
well known. The complexity of views, 
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shading from opposition to co-operation, 
held by members of the Catholic hierarchy 
toward this labor body are here examined. 

A search of archival remains in many 
American dioceses has been made, and the 
Powderly Papers have been scrutinized, to 
create a mosaic-like picture. Powderly 
presented this phase of his career in The 


‘Path I Trod in a chapter headed “Ecclesi- 


astical Opposition.” Dr. Browne finds that 
Powderly was a much more faithful com- 
municant before 1888 than he cared to re- 
call. This study will prove valuable to 
students of labor history and of religious 
institutions in America; the critical analy- 
sis of Powderly’s meeting with the Cardinal 
at Baltimore is fascinating. Unfortunately 
the lack of documentary remains in Scran- 
ton, Harrisburg, and Philadelphia leaves 
important phases of the early years un- 
available. 

The Knights of Labor was formed in 
secrecy in 1869. Irish workers were among 
its earliest members. By 1872 Catholic 
clergymen were pondering the status of the 
new order. Secret societies were under ec- 
clesiastical ban. Many Catholic workmen 
who joined were threatened with excom- 
munication. Catholic Knights, including 
Powderly, informed their confessors about 
the order. Secrecy proved a handicap; 
the Knights were confused with the Molly 
Maguires. 

Pope Leo XIIs two encyclicals in 1878 
suggested, among other things, stimulation 
of Catholic unions. Soon such associations 
were started in the hard-coal country. 
Powderly distrusted these, while laboring 
to remove secrecy from the Knights. His 
problems were not solved when the order 
came into the open in 1879. The Grand 
Master Workman was constantly involved 
in “ecclesiastical statesmanship,” aimed at 
Catholic toleration, if not endorsement. 

The. development of a consensus among 
American prelates toward the Knights of 
Labor was an extended process. Where 
doubts existed about an organization, they 
were, after due deliberation, to appeal to 
Rome. Two clerical protagonists emerged 
—Cardinals Taschereau of Quebec and Gib- 
bons of Baltimore. Taschereau appealed 
to Rome against the Knights in 1883, soon 
after they organized his province. Other 
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‘Canadian and most American bishops 
held that the ensuing ban applied only in 
Quebec. l 
Meanwhile, hundreds of. thousands of 
Catholic workmen flocked into the Knights. 
After extended consultation, the Arch- 
bishops of the United States reached a 
consensus; in 1887 Cardinal Gibbons was 
their spokesman in Rome to block formal 
papal prohibition of the order. While he 
felt that the Knights was passing its peak, 
Gibbons feared condemnation as “a sig- 
nal calamity <o the Catholic Church in 
America.” From this mission he gained 
repute as a champion of the workman. 
Some American bishops were lukewarm to 
toleration of the Knights, because of the 


case of Dr. McGlynn, the Henry George ` 


agitation, the Knights’ affection for single- 
tax theories, and its role in many strikes, 
including one among the gravediggers in 
the cemeteries of the archdiocese of New 
York! 

Powderly was attacked within the Knights 
for subserviency to the Church. The final 
ruling of Rome, tolerari possunt, was not 
a vindication of the order. After 1888; 
Powderly was much less active in placat- 
ing critical churchmen. Eight years after 
leaving the Knights of Labor office, Pow- 
derly joined the Masons in 1901. 

Dr. Brown shows a connection between 
formation of Catholic policy toward the 
Knights of Labor and promulgation of 
Rerum novarum in 1891, though European 
developments made a more direct contribu- 

tion.. 
' In America ‘this episode foreshadowed 
foundation of Catholic policy toward la- 
bor which avoided “dual unionism” while 
influencing American .trade unions along 
“safe and sane” channels, helping to keep 
them “an economic movement non-politi- 
calized by the socialists,” to which Catholic 
workingmen could belong and in which 
many were to be leaders. 

Joun Newton THURBER 

Cornell University 


WEIGERT, Hans W., VILHJALMUR STEFANS- 
son, and RicHarp Epes Harrison (Eds.). 
New Compass of the World. Pp. xix, 
375. New York: The Macmillan oy 
1949. $5.00. 


and developmental possibilities; 


e 
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This symposium on political geography 
continues the “unfinished business” of the 
similar volume, Compass of the World, 
published five years ago. If history is 
geography set in motion, such catching up 
of the unfinished story of previous studies 
will always be in order. The present book 
performs that task well, history itself hav- 
ing borne out, and the present set of pa- 
pers further validating the trends and em- 
phases (some of them novel in their day) 
set forth in the earlier volume. This is an 
entirely new set “of, papers, not displacing 
the earlier book (which is still worth 
thoughtful study), and not dependent upon 
previous acquaintance with the earlier book 
for full appreciation of its contribution. 

The book does not attempt a total pic- 
ture of global geopolitics, but centers- at- 
tention on five regions (or topics) of criti- 
cal importance and then either “samples” 
them descriptively or analyzes; them inter- 
pretatively: (1) the Arctic: its resources 
its mili- 
tary importance in an emerging air age; 
the altered geopolitical position of Canada, 
Soviet Russia, and the United States; and 
responses and potential responses to these 
conditions; (2) the Heartland and the ex- 
pansion of the Soviet Union; limitations 
on Russia as a sea power; her development 
of inner transport systems; an understand- 
ing historical interpretation of her aims in 
establishing her western frontiers; her 
looming population prospects in contrast 
to other European states; (3) new fron- | 


‘tiers in central Europe, with special ref- 


erence to Germany, Austria, and the 
Danube; (4) strategic areas and life lines, 
especially the “strategic” bases of the 
United States and the life line of the Brit- 
ish Empire; and (5) Asia, comprising half 


_ of mankind and presenting crucial prob- 


lems in its inner frontiers, challenging pos- 
sibilities in China and India, and one of 
the greatest problems of the future in the 
relation of its swelling masses to world bio- 
logical resources. 

In Chapter 5 Hans Weigert does an 
excellent job of reappraising the erstwhile 
near-magical concept of the “Heartland,” 
a vast but arid and sparsely populated re- 
gion, drummed up to a bugaboo a few 
years since by reason’ of an incomplete 
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geographical analysis and a false syllogism. 
Owen Lattimore has two of the most sig- 
nificant papers, one an excellent analysis 
of the complex problems of the inner 
Asian frontiers, and the other an account 
of the remarkable development of Yakutia 
in Arctic Siberia. This region, well. above 
the Arctic Circle, and with almost the most 
inhospitable climate in the world, supports 
nearly a half-million population at a-level 
of agriculture, educafion, research, literacy, 
general culture, and degree of participa- 
tion by native peoples that is very embar- 
‘rassing when compared to the treatment 
of the Western Hemisphere’s Arctic and 
Eskimo. George B. Cressey has an illumi- 
nating discussion of China’s prospects. 
And the papers on Asian, Russian, and 
world population growth by Warren S. 
Thompson, Frank Lorimer, and G. C. L. 
Bertram ate revealing analyses of this ex- 
tremely important problem. 

The book as a whole is uneven, both in 
the significance of the topics handled and 


in the degree to which significance is drawn ` 


from the material and pointed up. All 
the papers are disciplined and craftsman- 
like, however; . they might well impress 
people of different interests differently. 
The chapters just mentioned would be put 
by the present writer on his “must” list 
for statesmen, geographers, historians, po- 
litical scientists, sociologists, and those 
working on the problem of global amity 
and global organization.. The implications 
of the volume, like that of its predecessor, 
` are global. 
James W. WOODARD 

Temple University 


WISKEMANN, ELIZABETH. The Rome- 
Berlin Axis. Pp. xii, 376. New York: 
Oxford University Press, 1949. $5.00. 


This extremely objective book is based 
on new factual data found in diplomatic 
minutes, a: series of letters exchanged be- 
tween- Hitler and Mussolini, and the diaries 
of the indecisive Count Ciano, the insidious 
Paul J. Goebbels, and’other figures in the 
Nazi-Fascist “partnership.” The word 
“partnership” is used advisedly; for Miss 
_ Wiskemann carefully and cogently de- 
velops the case against the likelihood of 
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any reAl common purpose of the Rome- 
Berlin Axis. The element of expediency 
seems to have been the basis for the rela- 
tionship. Although Z Duce, visualizing 
grandiose conquests for an Italian empire, 
at one time expressed in the Enciclopedia 
Italiana the belief that Fascism was the 


- conquering creed of the twentieth century 


and actually looked forward with interest 
to the day “when Germany might become 
his satellite,” events proved to the con- 
trary (p. 26). 

What did these two diabolical schemers 
possess in the way of common interests? 
The author contends that the proponents 
of National Socialism and Fascism found 
that Nietzschean philosophy gave them a 
common goal as “supermen” and provided 
the raison d'être of their respective “em- 
pires.” Understandably, each leader ac- 
cepted those theories of Nietzsche which 
he personally understood and could easily 
use to rationalize any step against com- 
mon morality. Miss Wiskemann quite 
ably draws a brief outline of the histori- 
cal, psychological, economic, and-——in the 
case of National Socialism—tracial com- 
ponents. of the Lebensraum theories of the 
Axis propagandists. 

Listed in chronological order are the 
important events of the period 1932-45 
such as the fall of Austria, the war with 
Ethiopia, the basic problems attending the 
partition of the Balkan countries, the sign- 
ing of’ the Steel Pact, and the relations 
with Russia and Japan. To be sure, the 
authenticity of Miss Wiskemann’s sources 
gives an invaluable insight-into the clan- 
destine activity of Italian and German 
diplomatic, economic, and military experts. 
Such activity definitely did not indicate, 
in the words of the Steel Pact, “internal 
relationships of ideologists” and “compre- 
hensive solidarity of interests.’ As Maus- 
solini knew and chose sometimes to forget, 


„Italy was inadequately equipped to fight 


any large-scale war. Her solution of the 
raw-materials problem lay in central and 
southeastern Europe (p. 31). However, 
German military and economic advisers 
had- other plans, which revealed their dis- 
dain, as well as utter disgust, for Italian 
military “prowess,” unproved except in the 
case of primitively equipped Ethiopia. 
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The well-oiled Nazi machine ‘teacted 
violently to the flight of the Fithrer’s 
Deputy, Rudolf Hess, to Scotland in 1941. 
“The event was never fully exploited by 
the British; it shook the Nazi regime as 
effectually as anything before the fall of 
Mussolini” (p. 258). Also, Hitler ex- 
pressed dissatisfaction as to the reluctance 
of Fascists to accept categorically the 
“principle” of anti-Semitism. ` 

In summation, Miss Wiskemann con- 
cludes that Hitler used force at any cost, 
always knew what he wanted, but realized 
that it was seldom expedient to put it all 
into words, and “it is unlikely that he 
even did so to the Duce” (p. 263). Mus- 
solini, as an opportunist who periodically 
recognized the lack of Italian war poten- 
tial, was a compromiser not intent upon 
destroying the institutions and ideas which 
he found in existence, however inconsist- 
ent with Fascist theory (p. 339). Therein 
lay the basic difference between the two 
men. i 
The book is primarily for the scholar; 
but the student of international affairs will 
find it useful. More attention might have 
been given to the economic aspects of 
German-Italian relations. Indubitably the 
archives of the United States Department 
of State, and those of the foreign offices 
of England, the Soviet Union, and other 
European countries, contain data which 
will some day give further insight into the 
malicious transactions of the Axis powers 
and into their ultimate collapse. 

SAMUEL P. Perry, JR. 

Boston, Mass. 


PAvLOVSKY, Micuer N. Chinese-Russian 
Relations. Pp. viii, 194. New York: 
Philosophical Library, 1949. $3.75. 


The title of this book is misleading be- 


cause the book is neither an interpretative 
nor a comprehensive survey of Russo- 
Chinese relations. It is in fact four essays 
on certain aspects of or incidents in the 
history of Sino-Russian relations, mainly 
prior to the nineteenth century. These 
essays, though in general covering familiar 
ground, add some new information and in- 


terpretations of value through the use of. 


Russian and Chinese sources, 
The longest and perhaps the most valu- 
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able essay, on “The Role of Mongolia,” 
covers 97 pages and brings the story down 
to 1936, when the mutual assistance agree- 
ment between Outer Mongolia and Russia 
protected the area from Japanese aggres- 
sion. The general thesis is that, after an 
initial period of rivalry for control of 
Mongolia, Russia and China accepted its 
value as a semiautonomous buffer area be- 
tween them, in which China, to the advan- 
tage of Russia, assumed the role of police- 
man over the nomadic peoples of the area. 
This situation, which continued for nearly 
two hundred years after the treaty of 
Kyakhta in 1727, was upset after the Chi- 
nese revolution, the author argues, by the 
efforts: of China to integrate Mongolia 
into the Republic. As a result, Russia 
took steps to protect Mongolian autonomy, 
and out of the Russian revolution and the 
war-lord era in China emerged a Sovietized 
Outer Mongolia, which, although oriented 
towards Russia rather than China, still oc- 
cupied an` autonomous status as buffer 
between the two countries. The general 
thesis seems essentially sound, although 
the author seems slightly favorable to Rus- 
sia in most of his presentation. 

“The Jesuits in Early Sino-Russian Re- 
lations” deals in particular with the last 
quarter of the seventeenth century and 
throws further light on the missions of 
Spathari in 1676 and Golovin in 1689. 
The author concludes that both Russia 
and China found the Jesuits useful as 
sources of information and as relatively 
impartial and reliable means of communi- 
cation, but that the Jesuits never played 
the decisive role which has sometimes 
been assigned to them. 

The essay “Concerning a Strange Docu- 
ment” deals with the mission of Milovanov 
in 1670 which carried to Peking instruc- 
tions from the vayvode of Nerchinsk in- 
viting the Emperor “to become a protégé 


- under” the supreme control of the czar. 


Despite this preposterous proposal Milo- 
vanov was granted an audience, and the 
imperial reply made no mention of the 
proposal. Apparently the actual document 
was not translated at the time, and in his 
verbal communications Milovanov changed 
the whole tone of his instructions and did 
not mention the vassalage proposal. 
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Through the use of Chinese materials, 
especially the memoir of Yu Cheng-hsieh 
on the Russian company in the collection 
Shuo-fang pei-sheng (Historical Source 
Book of the Northern Regions), the final 
essay on “Russian Emigres in China at 
the End of the 17th Century” throws con- 
siderable light on the origin of the Russian 
settlement in Peking during the last half 
of the. seventeenth century. 

Two unfortunate misprints should be 
corrected: on p. 155, line 8, 1853 should 


be 1683; and on p. 157, line 7, 1694 should . 


be 1683;:and for some strange reason the 
author chooses to transcribe the name of 
Lord Macartney as McCartney. The full 
and useful footnotes, and the text as well, 
provide considerable useful information 
about Russian and Chinese sources. Es- 
sential Chinese characters are also sup- 
plied on page 183, and there is an index. 
Two maps are of some help, but they are 
too small to be of maximum usefulness. 
EARL H. PRITCHARD 
. University of Chicago 


BeLorr, Max. The Foreign Policy of 
Soviet Russia, 1929-1941, Vol. II: 1936- 
1941. ' Pp. viii, 434. New York: . Ox- 
ford University Press, 1949. $5.00. 


It is a brave man indeed that would at- 
tempt a comprehensive treatment of Soviet 
foreign policy at this early date, for in 
view of the uneven state of the source 
materials‘ such a survey must of necessity 
be as much a work of journalism as of 
scholarship. Every few months new ma- 
terial is added to our knowledge concern- 
ing the diplomacy of the period preceding 
World War II, in the form of both 
memoirs and official documents, yet vast 
gaps still remain in our information. This 
difficulty is seen constantly in Mr. Beloff’s 
footnotes, where such authentic sources as 
the Department of State publication on 
Nazi-Soviet Relations, 1939-1941, the eight 
volumes of Nuremberg testimony, and the 
memoirs of Reynaud, Gafencu,’ Bonnet, 
“and Ciano, share their place with the con- 
troversial volumes of Schuman and the 
journalistic accounts of Scott, ..Waldeck, 
and White. But this is not the author’s 
fault, and it is rather to his credit that he 
has searched through all the available ma- 
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terials in order to compensate as far as 
possible for the lack of sources. 

In the light of these handicaps, Mr. 
Beloff has done a very commendable job 
indeed in bringing together in a thoroughly 
competent fashion what is known of Soviet 
foreign policy on the eve of World War II. 
One should not make too much of the lack 
of source materials, after all, for enough 
has already been published to give -one a 
pretty clear idea of the main outlines of 
international relations during that period. 
One may therefore turn with confidence to 
Mr, Beloff’s account for a reliable and full 
summary of Russian diplomacy, and those 
wishing more detailed information will find 
leads in the footnotes and the bibliography 
to the very wide body of materials on 
which the author has drawn. 

At the same. time, this volume shows.a 
good many signs of having been prepared 
in haste. It frequently reads more like a 
catalogue of events than a balanced con- 
sideration of problems, and the brief con- 
cluding chapter on “The Principles of 
Soviet Foreign Policy” hardly provides an 
adequate substitute for an integrated in- 
terpretation. Moreover, the lengthy and 
involved footnotes leave one with the im- 


pression that the author has not always 


succeeded in digesting the masses of de- 
tail. - Yet these are problems facing all 
practitioners of contemporary history, and 
Mr. Beloff has approached his difficulties 
with vigor and integrity, if not always with 
literary skill. a 

C. E. BLACK 
Princeton University 


Davis, Jerome. Behind Soviet Power. 
Rev. ed. Pp. 124. West Haven, Conn.: 
The Readers Press, 1949. $1.00. 


Mr. Davis’ naiveté is so disarming that 
one is almost prepared to condone his 
effulgent description of Soviet politics if 
only because of the relief which it offers 
from the excesses of the daily press. Mr. 
Davis has had many opportunities to ob- 
serve Russia at first hand, from his. first 
visit in 1916 with the Young Men’s Chris- 
tian Association to his most recent in 1949 
as the head of a private peace mission. 
His almost complete acceptance of the | 
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Soviet point of view is therefore all the 
more surprising. 

Mr. Davis sees in Stalin a man of many 
virtues, who has always had the backing of 
Russian public opinion but who has oc- 
casionally been forced to resort to harsh 
methods. “It would be an error,” says 
Mr. Davis, “to consider the Soviet leader 
a willful man who believes in forcing his 
ideas upon others.... This does‘ not, 
however, prevent him from initiating poli- 
cies he considers necessary although the 
populace has not asked or is not ready for 
them” (p. 12). Moreover, the Commu- 
nist leaders convicted in the purge trials 
of 1936-38 were all guilty, and confessed 
because they were confronted by Vyshinsky 
with the overwhelming proof of their guilt. 
The description of the collective farms and 
of industrial labor is in the same vein, 
while the many remarkable achievements 
of the Soviet regime are painted in such 
glowing terms that even admirers of con- 
temporary Russia will be somewhat em- 
barrassed. Similarly in the field of foreign 
affairs, the record as described by Mr. 
Davis is in general one of Soviet wisdom 
and foreign stupidity. As for the Soviet 
orbit in eastern Europe, “Stalin does not 
consider it wise, or even possible, to im- 
pose Communism on any country” (p. 98). 
_ Mr. Davis is no doubt sincerely inter- 
ested in promoting friendly relations be- 
tween the Soviet Union and the United 
States, but there are far better ways of 
achieving this worthy aim than by becom- 
ing a hagiographer. If the journalists have 
tended to go overboard in their diatribes 
against Russia, there also exists a growing 
number of sober volumes which discuss 
Soviet history and politics without treating 
Stalin either as a saint or as a devil. The 
approach adopted by Mr. Davis, however, 
will convince no serious student of Russia, 
and is hardly skillful enough to mislead the 
uninformed. 

C. E, Brack 

Princeton University 


BELGION, MONTGOMERY. Victors Justice: 
A Letter Intended to Have Been Sent to 
a Friend Recently in Germany. Pp. 187. 


Hinsdale, Illinois: Henry Regnery Com- ' 


pany, 1949. $2.75. 
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The present reviewer has read every 
word of this book at three separate and 
distinct sittings, and has leafed through it, 
absorbing a page here and a page there, at 
several other times over a space of five 
months. To one who has held that, what- 
ever the inexpediency of the Nuremberg 
trials from the propaganda standpoint, and 
whatever the legal warrant or lack thereof 
for some phases of the procedure, many of 
the punishments meted out were justifiable 
—-to such a person Belgion’s arguments 
are disquieting, fascinating, and irritatingly 
logical. The reviewer is, or was, such a 
person. 

Reduced to its bare essentials, Belgion’s 
case against the Nuremberg trials rests -on 
three contentions: (1) the victors tried the 
vanquished by means of ex post facto 
“law”; (2) before the trials began, the 
victors had themselves committed many 
acts of the same kind as those for which 
the vanquished were to be tried; (3) dur- 
ing the course of the trials the ex post 
facto “laws” were altered at the con- 
venience of the victors, who in addition 
continued to commit a number of the acts 
just mentioned and to perpetrate others 
with which even the vanquished were not 
chargeable. 

The most convincing part of the book is 
not the argumentation, forceful though it 
is, but rather the evidence marshaled to 
bear out points 2 and 3. In particular, the 
array of material relating to the Katyn 
mass murders of Polish officers by Rus- 
sians, of which Germans were initially ac- 
cused, is nightmare-like in its gruesome 
and attested detail. The Nuremberg tri- 
bunal itself may well have been impressed 
by evidence of the same kind readily ac- 
cessible to it, for in its final judgment 
nothing was said of Katyn—but the rep- 
resentatives of those who should have been 
charged with Katyn still sat on the judges’ 
bench! 

Let it not be thought, however, that it 
was only the Russians who presumed to 
accuse others of acts- of which they were 
themselves indictable. What Belgion, a 
Britisher, has to say about the French, the 
British, and the Americans is not pleasant 
reading, but the appalling facts are there. 
Our handling of prisoners, for example, did 
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not always square with the tenets of The 
Hague or of Geneva. Indeed, we some- 
times did not have to worry about how we 
were to handle prisoners, for we had de- 
cided in advance that we would not be 
encumbered by them. This was a mat- 
ter of common knowledge in the Pacific 
theater; what is not so well known was 
the existence of the same practice in the 
European theater. The reviewer has stood 
at several bars and listened to officers say, 
in effect, this: “When I get in a jam with 
too many prisoners, I just march a batch 
back toward a point ten miles in the rear, 
and tell the boys who take them to carry 
plenty of grenades and return in ten min- 
utes.” To be sure, such officers may have 
been talking to hear themselves talk, but 
the fact that interrogation units sometimes 
had an inexplicable shortage of prisoners 
to interrogate—well— 

Those who are genuinely concerned 
about the nature and the possibility of 
justice among nations should read this 
book; those who are not had better let it 
alone. It has the compacted heat and 
penetrating power of thermite. You may 
not agree with everything, but some of 
your firmest convictions will be burned to 
dust. 

-Howarp BECKER 

University of Wisconsin 


HawtTrey,R.G. Western European Union. 
Pp. 126. London and New York: Royal 
Institute of International Affairs, 1949. 
$1.50. 


This is a report made by the well-known 
English economist, Professor R. G. Haw- 
trey, of the discussions of a study group 
under Mr. Dingle Foot set up by the 
Royal Institute of International Affairs 
early in 1948. Professor Hawtrey’s report 
is dated March 1949. Now a problem like 
that of western European union is in every 
sense a current problem, important phases 
_ of which are likely to change greatly in a 

short time. As this review is written, the 
“Parliament of Europe” opens in Stras- 
bourg. Its deliberations can hardly help 
changing the whole problem in many ways. 
It is, then, quite impossible for anyone to 
write authoritatively or definitively about 
western European union today. 


r 
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NeVertheless, the: report of Professor 
Hawtrey is a most useful contribution to 


. the study of one of the great problems of 


our time. To understand any such prob- 
lem in international relations, there is no 
substitute for the sometimes painful read- 
ing of an adequate newspaper, periodicals 
of opinion, and current official publications. 
But it is very helpful to get at least a 
partial detachment, some approach to the 
long view, and this a study like Professor 
Hawtrey’s admirably provides. 

In the long view, Professor Hawtrey 
seems to feel that the difficulties of all 
sorts in the way of actual federal union of 
the nations of western Europe are so great 
that it would probably be better not to at- 
tempt it, and certainly not to attempt it 
by methods like those that were successful 
at Philadelphia in 1787. Like most Brit- 
ishers, he sets much store by the prec- 
edents of the British Commonwealth, in 
which union is clearly not a matter of 
constitution making; and he hopes that 
more effective union will in fact come 
slowly but surely from the great range of 
practical, functional working together now 
actually common in western Europe. This 
is a cautious, sound, unenthusiastic study 
of a subject which will not please our en- 
thusiasts for any kind of union now. It 
is particularly good on matters economic. 
But Professor Hawtrey is fully aware that 
the problems involved are much more than 
economic, and he gives full play to those 
forces of human habit and sentiment which 
do in fact set the essential limits of his 
problem. 

l CRANE BRINTON 

Harvard University 


WARBURG, James P. Last Call for Com- 
mon Sense. Pp. vii, 311. New York: 
Harcourt, Brace and Co., 1949. $3.00. 


In an introduction, eleven lectures, a 
postscript, and an appendix of seven docu- 
ments covering recent issues of diplomacy, 
Mr. Warburg maintains that in`world gov- 
ernment lies mankind’s only hope. World 
government would reduce all nations to 
obedience, thus superseding international 
anarchy and avoiding the final conflict, 
Russia versus the United States. 
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. Wide travels and numerous contacts 
have convinced the author that the world 
wants peace but cannot attain it under a 
federal system like our own, save as the 
nation dominates the states as in the New 
Deal’s theory of statism, which the author 
would make universal. 

Lip service is paid to the perfidy of 
Russia and her menace to free men. But 
at no point is there an admission that she 
is hopelessly untrustworthy or that her 
aims at world dominion are incapable of 
compromise. The Russians, in short, are 
human beings. Did they not establish 
racial equality without violence (p. 191)? 
Care to avoid offense is shown by repeated 
allusions to the “suicide” of Masaryk (pp. 
13, 173). Mr. Warburg ought to know 
that Masaryk was murdered. 

Tenderness is shown toward the late 
President, whose undeviating submission 
to the will of Stalin wrought such evil to 
mankind, for “with the death of Franklin 
D. Roosevelt the spark of genius which 
might have wrested peace out of the 
shambles of victory, sputtered out” (p. 
89). 

The Marshall plan, with a fulsome trib- 
ute to its author (p. 185), is credited with 
wise intent, which unfortunately has been 
nullified by the Truman Doctrine of con- 
taining Russia by force. 

But Truman is not too bad, even so. 
The election of 1948 was a vote of confi- 
dence and ensured a new and better Con- 
gress—‘‘a Congress fully controlled by Mr. 
Truman’s own Party” (p. 111). Likewise, 
“the election clearly demonstrated that the 
reactionary tide had run out and that the 
swing was now in the opposite direction” 
(p. 182). Finally, “the election of 1948 
showed that the American people had 
found their peacetime feet” (p. 188). 

Much is said of Germany. When the 
Russians share in a referendum on Ruhr 
steel, an important peace step will be 
taken. Meanwhile, the likelihood of the 
return of German steel to private owner- 
ship fills Mr. Warburg with dismay (pp. 
167-68). 

These lectures express marked idealism. 
They contain much sense. But in this re- 
viewer’s judgment they convey an aca- 
demic atmosphere too far removed from 
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probability. The Russian Government re- 
mains disreputable, and nationalism is far 
from a spent force. 
Louis MARTIN SEARS 
Purdue University 


HERREMANS, MAURICE-PIERRE. Personnes 
déplacées. Pp. 317. Brussels: Ruis- 
broek-Bruxelles, Editions Marie-Julienne, 
1948. No price. 


This book is based en the author’s ac- 
tivity in the Belgian Repatriation Office, 
and treats almost exclusively of the solu- 
tion of the displaced persons problem in 
Belgium after the liberation. As such, it 
presents substantial interest, since the 
Belgian activity in this field was one of 
the most efficient among European na- 
tions. This subject is exhaustively dis- 
cussed under two headings: repatriation of 
DP’s and tracing of missing persons. 

During the war, the number of Belgian 
civilians recruited for work in Germany 
was estimated as high as 500,000. This 
was a grossly exaggerated figure. Statistics 
established immediately after liberation 
gave a total of 280,000 absent Belgian citi- 
zens and residents, consisting of 65,000 
prisoners of war, 20,000 political prison- 
ers, 25,000 Jews deported to extermina- 
tion camps, 140,000 workers, and 30,000 
others. Soon, however, it appeared that 
these figures were much too low. By the 
end of 1946, 300,000 had been repatriated. 
Many others preferred to return clan- 
destinely, in particular those who carried 
with them money, jewelry, and other valu- 
ables acquired during the anarchy of the 
first days_after Germany’s surrender—as 
a small “compensation” of great losses 
which others had suffered at German hands. 
Herremans gives a circumstantial account 
of the repatriation and its “technics,” but 
he also quotes a witty remark that if all 
repatriation rules were vigorously enforced, 
the first person to be repatriated would 
still be waiting at the Belgian border. 

Another part of the book describes the 
arduous work of the search for persons 
who disappeared during the war years. 
Their total for Europe has been estimated 
at three million; for Belgium it approached 
40,000. The majority of them are prob- 
ably dead. Numerous others are unwilling 
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to return; these are the most unmasked 
among the collaborators who joined the re- 
treating German Army. The total of those 
who fled from Belgium may have been as 
high as 30,000, but most of them returned 
when the indignation in regard to their 
activity had slackened. 

The value of the book is increased by 
appendixes containing statistics of repatria- 
tion, various instructions and forms, and 
an awful specimen» of the activity of the 
Central Tracing Bureau following the 
march of death of tens of thousands of 
persons deported by the Germans. 

EUGENE M, KULISCHER 

Library of Congress 

Washington, D. C. 


Kout, Hatvpan. The American Spirit in 
Europe. Pp. ix, 289. Philadelphia: 
University of Pennsylvania Press, 1949. 
$3.75. 


The publication of this brief but very 
ambitious book, in the third year of the 
operation of the Marshall plan and on the 
eve of the coming into force of the At- 
lantic Pact, strikes me as extremely sig- 
nificant. Less than five centuries after 
giving birth to the New World, western 
Europe has come to rely upon its Ameri- 
can offspring for its independence and for 
its very existence. For many generations 
American and European scholars alike 
have been interested in interpreting the 
New World in terms of the Old. To de- 
scribe the impact of an ancient civilzation 
on settlements in virgin surroundings and 
to trace the various European origins of 
the different sections of American society 
and the diverse aspects of American evo- 
lution—such was their quest. Today the 
tide has definitely turned. In 1949 the 
~ American people are feeding, equipping, 
and protecting their Old World cousins. 
It is not surprising, therefore, that stu- 
dents on both sides of the Atlantic should 
now be more interested in the influence of 
the youthful American guardians on their 
aged wards than in their common Euro- 
pean heritage. How general, how deep, 
and how all-pervasive that influence is, 
can be fully appreciated only by one who 
has experienced life among both the young 
and the old. 
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Mrs Halvdan Koht has enjoyed that 
twofold privilege. Born in Norway in 
1873, professor of history at the Univer- 
sity of Oslo from 1901 to 1935, Foreign 
Minister of his native country until the 
Nazi invasion forced him into exile, he 
spent the war years living in Washington 
and lecturing at American seats of learn- 
ing. It is against the background of this 
personal adventure that the veteran Nor- 
wegian historian has painted his portrait 
of The American Spirit in Europe. As he 
writes in his Preface, “The plan of the 
book is to present a comprehensive view 
of the effect of American activities, strug- 
gles, and efforts upon European life and 
progress.” 

Fully to carry out such an all-embracing 
undertaking in less than three hundred 
pages is of course impossible, no matter 
how wide and rich the culture of the au- 
thor. It is, therefore, as Professor Koht 
writes, less a “complete picture of this 
aspect of history” than a “preliminary 
survey” that he offers in a publication of 
the American Institute of the University 
of Oslo appearing under the imprint of the 
University of Pennsylvania Press. 

Professor Koht, in his twenty chapters, 
covers not only the field of politics, where 
one feels that he is naturally most at home. 
He also ventures out into the unlimited 
domains of science, religion, philosophy, 
economics, letters, art, and all the various 
branches of technology. Everywhere he is 
concerned with the impact of America on 
Europe and primarily on that part of 
Europe with which he is most familiar; 
that is, Scandinavia, Great Britain, and 
Germany. Whilé sincerely admiring the 
breadth of his knowledge and the intelli- 
gence of his interpretation, one cannot help 
noting, as he himself is the first to do, the 
obvious limitations under which any one 
author must inevitably labor who attacks 
such a subject. 

The present writer has an instinctive 
dislike for organized co-operation in scien- 
tific work and for the subordination of 
quality to quantity which it too often and 
too naturally entails. Here, however, he 
feels that there is a most likely and promis- 
ing field for such co-operation. 

The impact of America on European 
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civilization is often referred to, as å rule 
with a derogatory intention, as the Ameri- 
canization of the Old World. This gradual 
but all-pervading process and the conse- 
quent emergence of a true Atlantic com- 
munity are doubtless: the most striking 
historical phenomena of our age. In sub- 
jecting them to a systematic analysis and 
in calling for “further, more profound 
studies,” Dr. Koht has rendered pioneer 
service. Would it not be possible and 
eminently worth while to plan for a gen- 
eral investigation of the whole subject? 
To such an investigation eminent special- 
ists in all fields and in several countries 
might be asked and should be proud to 
contribute. The results might be of in- 
calculable value for our generation; not 
only for the promotion of a theoretical 
and impartial understanding of its own 
destiny—the main purpose of all con- 
temporary history—but also perhaps for 
the practical avoidance and dissipation 
of international misunderstandings. Such 
misunderstandings, it must be fully ap- 
preciated, are never more dangerous than 
when they arise out of a conflict of na- 
tional prides based on mutual ignorance. 
WILLIAM E. RAPPARD 

Graduate Institute of 

International Studies 

Geneva, Switzerland 


ALLIX, ANDRE, RAYMOND GUILLIEN, 
Jacques LAMBERT, and ROBERT PEL- 
LOUX. Les fondements de la politique 
extérieure des États-Unis. Pp. 208. 
[Cahiers de la Fondation Nationale des 
Sciences Politiques.] Paris: Librairie 
Armand Colin, 1949. No price. 


This stimulating commentary on Ameri- 
can foreign policy is the work of four 
French scholars, each writing a chapter or 
essay independent of the others. Mr. 
Allix, who is rector of the University of 
Lyons, writes on basic geographical fac- 
tors; Mr. Lambert undertakes to examine 
the forces influencing the formation of 
popular attitudes in the United States to- 
ward foreign policy questions; Mr. Guil- 
lien contents himself with an essay on the 
Pacific Ocean in relation to American for- 
eign policy; while Mr. Pelloux concludes 
_ the volume with a penetrating inquiry en- 
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titled “A new Machiavelli: James Burnham 
and his ideas of world domination.” These 
essays show considerable originality and 
thought, and should be read in the United 
States as widely as possiblé. Lambert, 
Guillien, and Pelloux are members of the 
faculty of law at the University of Lyons. 

Of the four essays, that by Mr. Lam- 
bert is probably the most instructive to 
American readers, since American writers 
on foreign policy have ‘by no means been 
sufficiently analytical in bringing under- 
lying popular attitudes to bear upon their 
subject. The United States is now the 
directing world power, declares Mr. Lam- 
bert. But a very great difficulty arises. 
“Tl arrive donc pour la première fois dans 
Phistoire diplomatique depuis bien long- 
temps, que le comportement international 
de la puissance directrice soit une incon- 
nue” (p. 23). Mr. Lambert finds the fol- 
lowing six factors to be controlling: (1) 
Traditionalism, very different from its Eng- 
lish counterpart, but stemming from les 
grands ancêtres, who laid down the formu- 
las and techniques. (2) Pacifism, which 
differs from European pacifism in that it 
has not arisen from fear of war or weari- 
ness from it, but rather from the fact that 
it is the luxury of a strong people who 
have never until recently been attacked. 
“Le pacifisme des Americains,” shrewdly 
remarks the author, “est un peu celui de 
Véléphant qu’aucun autre animal wa jamais 
inquiété .. .”-(p. 43). Ignoring his own 
numerous wars and his readiness to use 
force or the threat of force to achieve his 
ends, the American psychologically regards 
war as a European phenomenon. “La 
guerre parait un phénoméne européen,” 
though, Mr. Lambert points out, the 
United States has engaged throughout its 
history in some 150 military interventions. 
abroad (à l’étranger). (3) Political isola- 
tionism and the isolationist myth. (4) 
Tdealism and the conflict between the 
idealistic and the practical, which has fre- 
quently taken the form of intervention for 
allegedly moral causes. (5) Immigration 
and the prejudices toward international af- 
fairs that have arisen from contacts with 
immigrants. Here Mr. Lambert draws 
some interesting conclusions on the faith 
which Americans have shown in individual 
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contacts. France knows Germany better 
than she knows individual Germans; 


America knows individual Germans, as 
the result of immigration, and judges Ger- 
many accordingly. Finally, (6) national 
pride, as expressed in cultural imperialism 
and American universalism, has consti- 
tuted a strong force in the formation of 
American attitudes. Here Mr. Lambert 
finds a striking likeness between American 
and French imperialisms in their respec- 
tive drives to extend their cultures and in- 
stitutions to other peoples, in contrast to 
English imperialism which has emphasized 
the colonial relationship. 

With the theme by Mr. Guillien relative 
to the Pacific Ocean in American foreign 
policy, it is necessary to take several ex- 
ceptions. Unfortunately this essay is cast 
in the mold of the years 1898 to the pres- 
ent, and ignores the previous century of 
American expansion in that ocean. Ap- 
parently the author is ignorant of Ameri- 
can penetration of the Hawaiian Islands 
many years before 1892; and, basing his 
interpretation on a mistaken understanding 
of the use to which Wilson put the Zim- 
mermann telegram in 1917, he makes the 
astonishing statement that “Ja lot du Pa- 
cifique” forced the American people into 
the First World War. 

The final essay, by Mr. Pelloux, is a 
fascinating critique of the book by James 
Burnham, The Managerial Revolution, 
published in the United States in 1941 
and translated and published in France in 
1947. Burnham’s thesis, as described by 
Pelloux, is that the revolution of the twen- 
tieth century is not one of socialism against 
capitalism, but rather a revolution led by 
the managers or organizers of society 
whom both he and Pelloux view as the new 
-Machiavellis of the century. Pelloux notes 
that the teachings of Burnham have at- 
tracted far more attention in France than 
in his own country—a phenomenon cer- 
tainly not unknown in the annals of intel- 
lectual history. 

RicHARD W. VAN ALSTYNE 

University of Southern California 


Hoover Commission Report on Organiza- 
tion of the Executive Branch of the 
Government, The. Herbert Hoover, 
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chairman; Dean Acheson, vice chairman. 
Pp. xvi, 524. New York: McGraw-Hill, 
[1949]. $3.75. 


In convenient format the publishers have 
made available in a single volume the 
separately published reports of the Hoover 
Commission. 

The importance of the reports needs no 


‘endorsement. The publishers point out in 


a preface that the executive branch of the 
National Government today requires an 
annual budget of forty-two billion dollars 
and the services of 2,100,000 persons in ` 
1,816 assorted departments, bureaus, di- 
visions, sections, and so on. “The result,” 
they say, “is bound to be just what we 
have—duplication, overlapping, and ad- 
ministrative turmoil. We may have come 
at last to the point where officials and 
legislators will agree that ‘something must 
be done.’ ” 

The numerous comments and recom- 
mendations of the Commission, based on 
extensive investigation by task forces, are 
profoundly significant for study, debate, 
and action. In Mr. Hoover’s words: “Our 
field of inquiry not only concerns every 
citizen, it concerns the very strength and 
vitality of democracy itself. The success 
of this mission may well set the pattern 
for future joint participation by private 
citizens and Government representatives 
on matters affecting national welfare.” 

The book is well printed and well bound, 
but unfortunately it lacks the careful edi- 
torial attention which would have aided 
in converting separate documents into a 
more usable unit. Conventional running 
heads on pages, for instance, would have 
saved the reference user much inconven- 
ience in quickly identifying sections of the 
book. Not even a table of charts is to be 
found. The absence of an index is a mis- 
fortune. The book does not utilize at all 
the concluding report of the Commission, 
which provides both a summary and an 
index. 

It is understandable that considerations 
of space in a commercial publication made 
inadvisable the reproduction of dissenting 


- views of Commission: members or the re- 


printing of supporting documents. But 
some reference to dissent, when it oc- 
curred, would not have been difficult. Cer- _ 
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tainly the extent of agreement within the 
Commission is pertinent to a study of its 
majority reports. A bibliography of sup- 
porting documents published by the Com- 
mission could have been provided for the 
two blank pages at the end of the book by 
the work of a single hour. 

These evidences of haste should not 
obscure the service which the publishers 
have rendered in projecting a cne-volume 
reference edition. Certainly they cannot 
detract from the Commission’s great work, 
which still needs to be popularized and 
made known. 

FRANKLIN L. BURDETTE 

University of Maryland 


Cote, TAYLOR. The Canadian Bureauc- 
racy. Pp. ix, 292. Durham: Duke Uni- 
versity Press, 1949. $5.00. 

The subtitle of this book, which per- 
haps gives a better idea of the contents 
than the title, is “A Study of Canadian 
Civil Servants and Other Public Em- 
ployees, 1939-1947.” Professor Cole ex- 


plains that he has used the term “bureauc-_ 


racy” not in an invidious sense, but in the 
same sense in which it was used in his 
earlier work, co-authored with Professor 
Carl J. Friedrich, entitled Responsible 
Bureaucracy (Cambridge, Massachusetts, 
1932). 

This present work is a comprehensive 
‘survey of government employment in 
Canada, with especial attention to the per- 
sonnel control agencies (the Civil Service 
Commission and the Treasury Board, pri- 
marily), employment conditions, and em- 
ployee associations. The largest part of 
the work is devoted to problems of the 
Dominion Government, although one chap- 
ter is devoted to “The Provincial Civil 
Servants,” one to “Employees of Crown 
Corporations and Companies,” one to “The 
Employees of Provincial Commercial En- 
terprises,” and one to “Canadian Public 
School Teachers.” Local governmental 
problems are not treated. 

Professor Cole’s study covers primarily 
the war years, though considerable back- 
ground information is provided. In gen- 
eral, the experience of the Canadian Gov- 
ernment in the personnel field was similar 
to that of the other belligerents. It was 
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characterized “by the factor of urgency 
... by the factor of scarcity ... and 
by the factor of expansion... . While 
warning against overgeneralization, the au- - 
thor concludes that the “net result, though 
unevenly exhibited in the separate depart- 
ments and agencies, was a general de- 
terioration of standards and a decline in 
the quality of individual performance.” 

In reading this account of the Canadian 
bureaucracy, this revietver was struck by 
the extent to which Canadian experience in 
dealing with its public employees parallels 
that of the United States, rather than that 
of Great Britain. Qualitatively, it would 
seem that the level of public personnel ad- 
ministration in Canada approximates that 
in the United States twenty years ago. In 
many of the agencies and departments 
which Dr. Cole discusses, the personnel 
function has not yet been differentiated, 
except perhaps in clerical terms. Patron- 
age is still a difficult problem, and in gen- 
eral, administrative organization and man- 
agement have been largely neglected. Yet 
the author is hopeful that improvement is 
on its way. 

Unquestionably, this study makes a sub- 
stantial contribution to the information on 
Canadian government. It is a thorough 
exposition, encyclopedic in its detail. Foot- 
note references to original sources are ex- 
tensive and will provide future research- 
ers into problems of the Canadian bureauc- 
racy with a valuable starting point. 

NORMAN WENGERT 

City College of New York 


Mirispaucu, ArtHur C. Toward Efi- 
cient Democracy. Pp. viii, 307. Wash- 
ington: The Brookings Institution, 1949. 
$3.50. 

This is a book published by the Brook- 
ings Institution—not about things eco- 
nomic, but about the government itself. 
President Moulton in the Preface indicates 
that “the study is such as to raise highly 
debatable issues and to involve an unu- 
sual degree of individual interpretation and 
judgement.” And quite right he is. Dr. 
Millspaugh says the things about our 
eighteenth-century governmental establish- 
ment that are fairly orthodox with politi- 
cal scientists—that it fitted the needs of 
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the day, the stagecoach era, that checks 
- and balances were once tolerable and may- 
hap necessary, that the setup was geared 
to a leisurely agricultural regime in which 
governmental activities were few and so- 
cial and population problems negligible. 
Furthermore, expenditures were on a most 
modest scale. Before the Civil War the 
total annual Federal budget did not aver- 
age much more than 30 million dollars. 

Today things dre different, and Mr. 
Millspaugh makes statements and sugges- 
tions for fundamental changes that will 
frighten many and make even the Hoover 
Commission task forces seem reactionary. 
Our Federal Government, he points out, 
does not provide for fair representation 
or majority rule, does not respond to pub- 
lic opinion, does not encourage leadership 
or responsibility nor provide for voting 
equality. 

Mr. Millspaugh’s suggestion for change 
goes to fundamentals and throws over- 
board completely palliatives and piecemeal 
tinkering. He would abolish the House of 
Representatives and the Presidency and 
use the Senate “to provide a check against 
hasty action by the Council.” The Council 
is to be a body of 21 members, a Board of 
Directors, substituting for the lower house 
as a legislative body. The new chief ex- 
ecutive, a kind of general manager, would 
be chosen by this Council and have ad- 
ministrative functions only. This is the 
council-city-manager plan blown up to na- 
tional proportions, with the Council com- 
pletely responsible for the total operation 
of the government, namely legislation, 
policy making, and administrative super- 
vision. The author further suggests that 
all limits on the delegation of legislative 
power be abolished. The Council is to be 
elected in a national popular election by 
the direct vote of the people. 
tions for the ticket of 21 (approximately) 
are to be by national conventions, and the 
assumption is that such a ticket would 
represent various regions and occupational 
groups, together with certain national po- 
litical leaders. All this the author thinks 
would give us party responsibility. The 
opposition would be guaranteed by a pref- 
erential ballot somewhat after the manner 
of the European list system of propor- 
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tional* representation. Approximately 5 
per cent of the total vote would elect one 
member. 

This proposal, says the author, is a 
thoroughly American plan of operation to 
which we have become accustomed in busi- 
ness, industry, and local government. This 
of course is true, but it is the judgment of 
this reviewer that by a very heavy per- 
centage Americans in general will call this 
proposal un-American, unconstitutional, and 
highly dangerous, and the author may even 
be investigated by a congressional com- 
mittee. 

The reviewer more than ten years ago 
in a presidential address before the Ameri- 
can Political Science Association suggested 
an executive vice president of the United 
States who could be made responsible for 
a good deal of our Federal administration 
after the manner of a city manager, but 
he still believes that an elected political 
leader-president will be necessary in this 
country for many years to come. 

It may well be that Dr. Millspaugh is 
drawing the prospectus for our government 
a hundred years hence, but we have much 
to do if we hope to get our people ready 
for such “revolutionary” changes. While 
we deplore what we call the “leadership 
principle” in modern government, it re- 
mains true that we must have responsible 
democratic leadership exercising power in 
such a country as ours, or totalitarianism 
will raise its ugly head. 

C. A. DYKSTRA 

University of California 


Burns, James MacGrecor. Congress on 
Trial: The Politics of Modern Law- 
Making. Pp. xiv, 224. New York: 
Harper & Brothers, 1949. $3.00. 


Congress on Trial is a timely volume. 
It appears shortly after the record of the 
Eightieth Congress was exposed in a dra- 
matic Presidential campaign, and while 
speculation :about the Eighty-first is rife. 
The book, however, is not merely an ex- 
amination of the reasons for the failure of 
a Republican-controlled Congress to adopt 
the legislative program of a Democratic 
President. It is a cogent analysis of the 
basic reasons why a President cannot ob- 
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tain the support of a Congress controlled 
by his own party. 

The cardinal weakness lay in the de- 
vitalized party system of the United States, 
in which members of Congress as “pressure 
politicians” serve zealously to protect the 
sectional and special interests of their com- 
munities. Thus organized minorities play 
a significant role in congressional elections, 
far more decisive than in Presidential cam- 
paigns. The key to the contrast between 
President and Congress in their response 
to pressure groups “lies largely in the man- 
ner in which they are elected—that is, in 
the underpinnings of their political power. 
... The Presidential candidates argue 
issues that often transcend the petty 
claims of organized minorities. ... The 
_ pressure politicians and their allies ham- 
string action by the majority, and to the 
extent that popular government rests on 
majority rule, they are a threat to de- 
mocracy.” 

This contrast becomes more meaningful 
in the author’s discussion of the battles 
over the Fair Labor Standards Act of 1938, 
the Emergency Price Control Act of 1942, 
and the Missouri Valley Authority Bill. In 
these, Professor Burns points up the role 
of pressure groups, the effect of localism 
(the parochialism of American political 
life), the limited function of political 
parties in congressional policy-making, the 
role of the President in drawing up meas- 
ures and confronting Congress with them 
and in mediating among the organized mi- 
norities, the effect of the committee sys- 
tem and the seniority rules, and finally the 
devices used by Congressmen to straddle 
issues and to conceal their position. 

In a provocative chapter, “Can Congress 
Reform Itself?” the author briefly reviews 
the significance of the attempts of Con- 
gress to reform its internal organization 
prior to and under the Legislative Reor- 
ganization Act of 1946, and examines the 
possibility of drastic changes that would 


enable Congress to act in a crisis. Here, . 


perhaps, Dr. Burns takes too gloomy an 
outlook. “Congress can reorganize itself, 
it can streamline itself, it can modernize 
itself. It cannot carry out the full range 
of needed legislative reforms” because 
“the men who rule Congress have a deep 
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vested interest in the established legisla- 
tive way of life.” 

The author expresses admiration for 
British cabinet government and the disci- 
plinary effect of dissolution under central- 
ized party control. But unlike other some- 
what uncritical writers, he points out the 
nonadaptable features for the American 
setting. The application of such limited 
devices as the question, hour and the joint 
cabinet or council are viewed realistically 
as short cuts. i 

Will there be teamwork or deadlock be- 
tween the President and Congress? Dr. 
Burns says the basic answer is to be found 
in the prospect of party government— 
“where centralized and disciplined parties 
formulate national policy on key issues 
and use governmental machinery to carry 
out that policy.” With this general con- 
clusion there should be no quarrel—but 
how to vitalize our two-party system in 
this direction? He lists some six structural 
changes whose effect would be to transfer 
control from state and local organizations 
to national leadership, but warns that 
without party discipline, the desired ob- 
jective will not be reached. Here, the au- 
thor enumerates as potential sources of 
control: (1) central control over party 
funds, (2) withholding of patronage from 


_ party officeholders who disregard party 


pledges, (3) “constitutional” party arrange- 
ments requiring approval by national head- 
quarters of candidates for national office 
and of national issues. Dr. Burns sees the 
first two as reforms that would not en- 
counter too much criticism, but the third 
as “explosive.” While agreeing with the 
author that these reforms should be ac- 
companied by - political participation of 
average citizens on an unprecedented scale, 


. if they are to do more good than harm, 


nevertheless, the reviewer sees, even under 
these desirable conditions, a continued de- 
cisive role for the responsible “profes- 
sional.” 

Professor Burns’s Congress on Trial is a 
“must” for every student of American gov- 
ernment and politics. ‘This critical and 
informative book, written in a lucid and 
engaging style, free of detail, will help to 
clarify for the baffled layman the reason 
for continuous deadlocked and crisis gov- 
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. ernment in the United States, and to point 
‘the way out. 

BELLE ZELLER 
Brooklyn College 


Rippick, FLroyop M. The United States 
Congress: Organization and Procedure. 
Pp. xi, 459. Manassas, Va.: National 
Capitol Publishers, 1949. $4.50. 


The attention directed in recent years to 
the need for improvements in the struc- 
ture and functioning of our national legisla- 
tive body, as evidenced by the report of 
the Joint Committee on Congressional Re- 
organization in 1945 and the enactment of 
the Legislative Reorganization Act of 1946, 
and by numerous books and articles on the 
subject, makes this revision of the author’s 
book on Congressional Procedure published 
in 1941 especially timely and useful. 

Dr. Riddick, as Professor Lindsay Rogers 
emphasizes in his Preface to the present 
volume, “has long been so close to the 
mysteries of legislative procedure that, as 
the saying goes, he can count the hairs in 
their nostrils.” The author early disavows 
any conscious attempt at critical appraisal 
or reform. Rather he proposes to and 
does give a descriptive account of the con- 
gressional machine at work, and an inter- 
esting account it is, the narrative being 
interspersed with many anecdotal refer- 
ences to personalities and events. Perhaps 
unconsciously, however, he brings into such 
sharp focus the operation of certain con- 
gressional rules and practices that the 
reader can hardly escape from recognizing 
the need for re-examination and possible 
change. For example (p. 62), the author 
points out the effect of the seniority rule 
in making it virtually impossible for a Rep- 
resentative of a closely contested district 
to become Speaker, since he iè not likely 
to survive elections long enough, regard- 
less of ability. 

The author examines the political as well 
as the legislative machinery of the two 
houses. This reviewer found particularly 
interesting and informative, in this connec- 
tion, the account given of the development, 
the responsibilities, the shifting influence, 
and the personality requirements of the 
office of floor leader (pp. 86-101). Par- 
ticular emphasis is given throughout the 
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volume to the numerous contrasts between 
the procedures and modes of conduct of 
the House of Representatives and the 
senate. “The needs of the two,” writes 
Dr. Riddick, “are at such great variance 
that their procedures for transacting busi- 
ness are very different and distinct” (p. 2). 
The two longest chapters in the book (IX 
and X) are devoted to detailed descrip- 
tions and explanations of procedures in the 
House and the Senate, respectively. A 
closing chapter on Congress and the Presi- 
dent is limited to an account of some re- 
cent experiences between the two in pursu- 
ance of their respective constitutional pre- 
rogatives. Numerous tables and charts 
found in the text and in the appendix pro- 
vide much valuable data in one place and 
in convenient form. 

This book hardly qualifies as “light read- 
ing,” except for those who are ardent fol- 
lowers of national politics, personalities, 
and legislative action; nor will it have spe- 
cial appeal to those whose primary interest 
in the subject is that of reform. But stu- 
dents and practitioners of the legislative 
process will find it a reference manual of 
fine quality and great usefulness—-a “must” 
in even a limited collection of books and 
treatises on the Congress of the United 
States. 

Lioyp M. SHORT 

University of Minnesota 


McGovney, DUDLEY. The American Suf- 
rage Medley. Pp. 201. Chicago: Uni- 
versity of Chicago Press, 1949. $4.50. 


The average American is generally un- 
aware of the complex and diverse laws af- 
fecting a fundamental in democracy—the 
privilege of freely voting. The late Pro- 
fessor McGovney has detailed the history 
of American suffrage restrictions to sub- 
stantiate his thesis for reform through uni- 
form suffrage laws, and this via an amend- 
ment to the United States Constitution. 

The book treats of the philosophy of 
restricted suffrage prevalent in the eight- 
eenth century, and its impact upon our 
voting laws. Included is an outline of 
educational and other present-day qualifi- 
cations for voting which are in themselves 
restrictions. This is climaxed by seventy 
pages on the poll tax, and is written in 
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support of a proposed amendment ‘which 
would permit. all citizens over twenty-one 
years to vote anywhere in all elections if 
they were resident in the state six months 
and in the precinct three months, save 
only those.in confinement for crime and 
persons of unsound mind. 

There is little new ground covered in the 
book. There are many wearisome passages 
and some arguments based on irfconclusive 
evidence. However, the author did some 
thorough investigations and tedious com- 
pilations. He does appear to have been 
disturbed at the very existence of Ameri- 
can federalism, believing that suffrage 
remedies could emerge only from Congress 
—at least not from the states. He in- 
sists that Congress does not now have the 
power to outlaw the poll tax as a pre- 
requisite for voting in national elections. 

The author’s main attack is upon the 
poll tax. It should be eliminated, but is 
it the chief reason why so many otherwise 
eligible stay away from the polls? Would 
removal of all legal restrictions send mil- 
lions to the polls? In our zeal for unre- 
stricted universal suffrage, are we not over- 
looking the need for other reforms, such as 
voter education and increased party re- 
sponsibility? Lifting the legal yoke will 
not cause most nonvoters to make a mad 
scramble to vote. Anyway, the goal is not 
merely a high statistical count of adults 
who vote. . 

It is unfortunate that the author did not 
develop other deterrents to voting, such as 
bossism (p. 152}, the one-party system in 
some states, low educational standards, and 
near illiteracy. 

The book is directed to laymen, but it is 
doubtful that many laymen will read it. It 
will be useful to civic groups, educators, 
and perhaps legislators in their quest for 
an ideal in universal suffrage rules. There 
are nine pages of notes and an index. The 
notes would be of greater use if contained 
on each page rather than at the end of the 
book, A. C. BRECKENRIDGE 

University of Nebraska 


Micuers, Ropert (Eden and Cedar Paul, 
Translators). Political Parties. Pp. ix, 
416. Glencoe, Ill: The Free Press, 
1949. $4.50. 
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This is a reprint of the 1915 English 
translation. The central theme of Michels’ - 
book—the organizational limitations which 
preclude realization of the ideal or theory 
of democracy—is a matter of eternal and 
not transitory concern. The publishers 
are to be congratulated for making this 
study again readily available. 

Based on his extensive observation of 
trade unions and of socialist political par- 
ties, primarily in Gefmany and Italy, 
Michels developed in this book his famous 
“iron law of oligarchy.”. He noted the 
paradox that organizations which professed 
to be democratic and to rest upon rank- 
and-file control tended to become hier- 
archical in structure, with the power of 
determination “gradually withdrawn from 
the masses to be concentrated in the hands 
of the leaders alone.” ; 

This tendency of democratic organiza- 
tions to fall under the domination of an 
oligarchy, according to Michels, rests pri- 
marily on the indispensability of technical 
and professional leadership. Furthermore, 
psychologically, the rank and file easily 
assume the attitude of hero worship, and 
on many matters do not know and little 
care what their leaders do. Soon the lead- 
ers consciously or unconsciously begin 
identifying their own interests as those of 
the organization. Nor do the leaders re- 
strict themselves to matters of manage- 
ment, but invade the rank and file’s do- 
main in the area of fundamental aims. 
The leaders give a’ conservative twist to 
organization aims, because continued ex- 
istence of the organization, with consequent 
retention of their own paid jobs, has the 
highest priority.” 

That there is a tendency toward oli- 
garchy in democratic organizations, no one 
can doubt. But evidence of a tendency 
does not justify Michels in his positivist 
claim that there is a “law.” The weakness 
of the analysis is in the failure to investi- 
gate the counteracting forces which pre- 
vent the leaders from permanently ignor- 
ing the rank and file. The leaders are only 
apparently completely independent, for 
there is a subtle interaction between lead- 
ers and led, a two-way communication, 
which Michels’ analysis does not suf- 
ciently reflect. If the leaders fail to in- 
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terpret the wishes of the rank and file 
‘ they may (albeit with difficulty) be re- 
placed by an internal organizational change, 
or, in the case of political parties, compet- 
ing parties may attract adherents away. 
The oligarchical tendency operates up to a 
point, but counteracting forces then cut in. 
Michels’ pessimistic observations on de- 
mocracy are perhaps less timely today 
than they were at the time of the original 
English edition. Yoday, after two World 
Wars, the “inevitability of democracy” is 
much less apparent. The deluge of psy- 
chological literature on the irrationality of 
political man has introduced a greater de- 
gree of sophistication into discussions. 
Michels’ erudite analysis was historically 
important for introducing a note of skep- 
ticism and doubt. Although he professed 
to favor democracy, his ideas have fitted 
into the pattern of anti-democratic thought 
where they have continuing vitality. 
Joun W. LepERLE 
University of Michigan 


GRIFFITH, ERNEST S. (Ed.). Research in 
Political Science. Pp. vi, 238. Chapel 
Hill: University of North Carolina Press, 
1948. $3.00. 


The Director of Legislative Reference 
Service, Library of Congress, edited the 
work of the panels of the Research Com- 
mittee, American Political Science Asso- 
ciation, and reflectively pointed up signif- 
cant aspects and trends observed through 
the panels’ work. 

Scholarly panels in which leading politi- 
cal scientists of the country participated 
were set up in ten fields of political sci- 
ence to formulate a broadly conceived 
strategy of research for areas already ex- 
plored and areas which offer a creative fu- 
ture. Although the panels met individually 
only once or twice, extensive memoranda 
were circulated among each panel, and 
final reports were made by chairmen or 
their designates. 

The approach of the panels to their 
problems was most scientific and objective. 
Within each there was considerable soul 
searching and respect for the insights that 
would come with utilization of and liaison 
with other social sciences. There were 
also similarity of approach, common agree- 
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ment in continued planning, and an ex- 
pressed need for some form of permanent 
agency for research and for liaison with 
other disciplines. 

Group research was frequently men- 
tioned as an effective and efficient method 
of assembling and evaluating the tremen- 
dous data. 

The human element in the structure of 
governmefit, rather than the structure it- 
self, was stressed in a noteworthy psycho- 
logical approach. The emergence of the 
government’s role and the importance of 
the United States as a world factor were 
also noticeable trends throughout the 
panels. 

The importance of the study of success- 
ful operation of representative government 
was considered one of the crucial prob- 
lems of our times. Another problem was 
the need for a statement of objectives in 
American political theory in terms of ideas 
and ideals. 

The study of war was felt to be the 
province of the political scientist, particu- 
larly the specialist in international rela- 
tions. 

Each panel reported with great vigor 
and evidenced the fact that infinite study 
had gone into the assembling of material. 
Although it was apparent that the par- 
ticipants derived considerable satisfaction 
from the exchange of opinions, it may be 
hoped that their enthusiasm: will not be 
lost but will offer stimulus for further ac- 
tion. This book should be of interest to 
students in the field of political science 
and to those within the profession who are 
interested in the most intimate procedures 
for research. 

VERNON E. KEYE 

Wayne University 


Koun, Hans. The Twentieth Century. 
- Pp. ix, 242. New York: The Macmillan 
Company, 1949. $2.50. 


Professor Kohn is a historian who writes 
a book only when he has something worth 
while to say; and he always says it well. 
A man of wide erudition, meticulous schol- 
arship, and deep insight, he has given us 
in his several studies a rational and clear- 


‘eyed view of the ideological conflicts of 


His new book focuses these 


our time. 
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qualities on a midway evaluation of the 
twentieth-century Western world. 


Professor Kohn begins by looking back- | 


ward to the disintegrating forces in nine- 
teenth-century civilization—nationalism, the 
cult ‘of force, the dethronement of reason. 
The dual traditions of Prussianism and 
German romanticism, together with the 
Pan-Slavism of the Russian czars (past 


and present), fortify and continue these’ 


challenges to free society. In our own 
day the myths of imperialism, racialism, 
fascism, national socialism, and commu- 
nism have most strikingly embodied these 
disintegrating forces to.become the domi- 
nant threats to a humane life based on 
tolerance and individual dignity. Professor 
Kohn is not among the misguided who 
think that because Mussolini and Hitler 
have been defeated their doctrines have 
been interred with them. He warns us re- 
peatedly that totalitarianism holds a con- 
tinuing fascination for many men: for the 
communists; for those who are frightened, 
insecure, and economically disfavored; for 
“liberal intellectuals” who have abandoned 
independence of intelligence for an aston- 
ishing self-deception in which immense de- 
mands are put upon free society which no 
society can meet, while claims by totali- 
tarian regimes are accepted uncritically at 
face value. 

Despite these grave dangers, Professor 
Kohn still finds hope for the man con- 
cerned with human dignity and individual 
rights, with tolerance and free discussion, 
with a respect for truth and a regard for 
due processes of law. .He sees that hope 
in democracy, not because democracy is 
perfect, but because, with all its imperfec- 
tions, democracy best secures and advances 
human equality and individual liberty. 
And he sees that hope in co-operation 
among free nations through some kind of 
federation, a union of democracies. Pro- 
fessor Kohn has no sympathy with those 
who would establish “one world” by elimi- 
nating those parts they dislike, whether 
communist or democratic. He argues that 
if there is to be peace there must be 
tolerance, and tolerance means the accept- 
ance of diversity. > 

In the light of this stricture, some may 
find it difficult to accept Professor Kohn’s 
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suggestion that democracy need not be 
tolerant toward those who verbally would . 
deny the very assumptions of democracy, 
even its right to exist. Nor is it easy to 
agree with Professor Kohn when he speaks 
of the tyranny of the masses, for tyranny 
is nothing if not arbitrary oligarchical rule 
over (even if in the alleged name of) the 
masses. These differences as to detail, 
however, do little to detract from an 
illuminating analysis ofe the clashing con- 
cepts that pervade our troubled age. 
Davip Spitz 
Ohio State University 


BARR, STRINGFELLOW. Zhe Pilgrimage of 
Western Man. Pp. xiii, 369. New York: 
Harcourt, Brace and Co., 1949. $4.00, 


Stringfellow Barr is one of the free and 
unafraid intellects of our day, and, whether 
we always agree with him or not, his cour- 
age and: integrity command our respect. 
A couple of decades back he wrote an 
article in one of our leading intellectual 
weeklies devastatingly exposing the pomp, 
stuffiness, and immaculate intellectual pro- 


‘priety of an annual meeting of the Ameri- 


can Historical Association. This was un- 
heard of, and how Mr. Barr survived it is 
still a mystery, for scholars have been 
blackballed for life for much smaller of- 
fenses. Later, he wrote a spirited biog- 
raphy of Mazzini which showed his inter- 
est in the history of nationalism. As one 
of the editors of the Virginia Quarterly 
Review, he encouraged unorthodox articles. 
Becoming president of St. Johns College, 
he swallowed “hook, line and sinker” the 
Hutchins-Adler program of- the Hundred 
Great Books as the complete curriculum 
of a modern college. Following the second 
great crusade to end war and produce the 


terrestrial millennium, he has become presi- 


dent of the Foundation for World Govern- 
ment. All of these intellectual threads 
emerge in President Barr’s crisp and 
sprightly survey of western civilization. 
The Pilgrimage of Western Man is 
surely one of the very best brief surveys 
of the historical development of western 
civilization ever written. It embodies up- 
to-date conceptions and interpretations of 
history and is expressed in readable, even 
brilliant, style. As a guide to understand- 
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ing the historical background of our age, 
- it is worth a dozen books like Toynbee’s 
A Study of History, which, for some 
strange reason, Mr. Barr seems to admire. 

The book begins with the Christian 
synthesis of the Middle Ages, as worked 
out on the basis of Augustine, Aristotle, 
and Aquinas. This is followed by chapters 
showing how the fabric of the City of 
God was rent by the rise of commerce, the 
middle class, and matural science, and by 
the Protestant revolution. Proper em- 
phasis is laid on the economic and national- 
istic basis of the last-named movement. 

The next theme is the evolution of the 
national state, which is traced through the 
stages of royal absolutism, middle-class 
revolutions, constitutional and representa- 
tive government, and the growth of de- 
mocracy following the industrial revolu- 
tion. The development of contemporary 
science and machinery is competently if 
not too sympathetically treated, along 
with a good discussion of the late-nine- 
teenth-century hope of creating an earthly 
utopia through machinery. 

The two World Wars are surveyed with- 
out too much sentimental eulogy, though 
Mr. Barr seems to lay them primarily to 
the dominion of mechanism, whereas they 
were actually the result of our failure to 
bring the other aspects of our civilization 
up to the same level of modernity and 
efficiency that we have reached with sci- 
ence and machinery. We still approach 
war as an institution. in the temper of 
Sennacherib and Joshua, and fight it with 
atom bombs. 

Mr. Barr vigorously and gratifyingly 
sails into the totalitarian trends of our day, 
though perhaps without too much under- 
standing of why they exist. His treatment 
of National Socialism is the usual heated 
emotional diatribe, when the sober truth 
should be sad and instructive enough to 
suit any reasonable historian; but he does 
refuse to adopt the diabolism formula 
when analyzing Soviet Russia and its 
leaders. 

The men who wrote the Great Books 
are the author’s heroes, and the tradition 
they represent would appear to be the 
hope of mankind. The trend of history 
since the Middle Ages has progressively 
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emphesized the need for a world state, 
and the events of our time make it the 
only alternative to the extinction of west- 
ern civilization. 

In qualifying these theses of Mr. Barr, 
the reviewer. may suggest that we need 
not only to “think straight,” but also to 
think straight about the events of 1950 in 
terms of the knowledge and problems of 
our own era—for which we can get little 
aid from the Great Books. And if the 
world state is indispensable, it is not in- 
evitable. The complexities of our era may 
have made it more essential than ever be- 
fore, but they have also made it more 
difficult to attain in all fields save those of 
communication and transportation. We 
can fly, over the surface of the world with 
unparalleled speed, but most other changes 
since the horse-and-buggy era have made 
it ever more. difficult to govern each and 
every recalcitrant and bellicose national 
state. In short, we desperately need an 
effective world state, but even national 
states are getting too complex for what 


‘goes by the name of human statecraft. 


Just how we are going to resolve this 
stubborn paradox, Mr. Barr does not sug- 
gest. . 
_ Harry ELMER BARNES 
Cooperstown, New York 


Covre, Davin CUSHMAN. Day of Judg- 
ment: The Economic and Political Chal- 
lenge to the West. Pp. vi, 212. New 
York: Harper & Brothers, 1949. $3.00. 


Any review of a book by this author 
may properly open, with an expression of 
gratitude for his never failing dry humor 
and the piquant expressions freely used, 
even when discussing the most serious and 
involved questions of our complicated day. 
Always an intriguing conversationalist and 


ccontroversialist, he has a rare capacity for 


transferring his chatty, terse, and thought- 
provoking style to the printed page. 

Coyle never hesitates to let you have 
his unexpurgated thinking on whatever 
subject is under consideration. Here one 
finds no pussyfooting or counting conse- 
quences. It is good cud to chew on be- 
cause his conclusions, rendered in take-it- 
or-leave-it style, are those of one with a 
keen mind, wholly devoted to human wel- 


Book DEPARTMENT 


fare and progress and daily exposed, as 
few are, to the various ideologies and isms 
of our times. ` 

There are few authors equipped to dis- 
cuss the wide range of subjects covered by 
this book who are willing to suggest sọ 
many promising road marks within the 
confines of 60,000 words. This should 
have reader interest. 

For those of us who are fed ‘up on the 
barrier-and-bulwark technique for meeting 
the undisputed threat of the Union of 
Soviet Socialist Republics, it is a relief 
to get a book outlining—and outlining 
passionately—attitudes and procedure for 
reading ever increasing meaning into the 
much abused term “the American way of 
life,” and for beating down obstacles for 
the attainment of a destiny dreamed of by 
the Founding Fathers and never relented 
on, generation after generation, by the 
American people. 

In an italicized page following the title 
page, the author asks question after ques- 
tion which the book purports to answer: 
“What do we think we are? What do we 
think Western civilization is? What kind 
of a democracy is worth the price we must 
pay to get it? What are we willing to pay 
for a chance to cut down the burden of 
poverty, disease and fear? What do we 
think is good and what do we think is 
evil?” There are a dozen others with their 
discussions which keep the text on an ex- 
citing plane. 

Your reviewer claps hands in approval 
over the author's discussion of one simple, 
easily ascertainable fact identifying totali- 
tarianism—U.S.S.R. variety or any other— 
in contrast with our U.S.A. democratic 
setup. That is the ability here to change 
one’s job as between thousands of em- 
ployers and atmospheres, all in refreshing 
contrast with the one employer, one sys- 
tem, one atmosphere of the police state. 

In view of both the repeated failures 
‘abroad of the multiparty system to pro- 
vide government controls and direction, 
and the current intraparty situations in our 
own two-party system, one can sympathize 
with Coyle’s playing down of splinter par- 
ties as a danger to the Republic. He even 
advocates two parties operating under 
pretty much the same platform claims, 
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with the voters electing the group likely 
in their estimation to give the greatest . 
satisfaction. The multiplicity of issues 
will in this author’s opinion make it in- 
creasingly difficult to elect presidents on 
a single commanding issue, as Mr. Lincoln 
was elected on the issue of slavery. 

When it comes to the discussion of the 
relation between populations and the food 
supply and related questions, this text 
gives more aid and comfort to the neo- 
Malthusian than your reviewer thinks con- 
sistent with a fervent, democratic ap- 
proach. Man himself is testimony to the 
fact that since the beginning of time, diffi- 
culties have spelt ultimate victory. It is 
dangerous to compromise with necessity, 
and man as a part of Nature normally does 
not do it. It is not God’s service to avoid 
relieving malaria with DDT because of a 
conviction that the sufferers are likely to 
die ultimately of starvation. 

This is a good book for specialists and 
the lay public alike. 

Morris LLEWELLYN COOKE 

Washington, D. C. 


DORFMAN, JosepH. The Economic Mind 
in American Civilization, Vol. IIT: 
1865-1918. Pp. xiv, 494, lxxvii. New 
York: Viking Press, 1949. $6.00. 


This is the third volume of Professor 
Dorfman’s study of The Economic Mind 
in American Civilization which begins in 
1606 and ends with the present. The third 
volume covers the critical, formative, and 
turbulent years from the Civil War to 
World War I. From the standpoint of 
contributors and contributions to economic 
thought, these years are most important. 

The book is. divided into four parts. 
The first deals with “The Era from 1865 
to 1880,” in which economic history is 
heavily drawn upon in presenting the press- 
ing issues such as the tariff, money, bank- 
ing, and the multifold problems of indus- 
trial expansion. In this period Francis A. 
Walker, Arthur Latham Perry, W. G. 
Sumner, and C. F. Dunbar are the gener- 
ally recognized academic leaders. The im- 
pact of European schools of thought, no- 
tably the historical school, is nicely inter- 
woven with the original thinking of the 
handful of academic economists. 
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The second part, “The Expansion of 
- Economic Thought,” deals with “the turbu- 
lent eighties,” in which the economic prob- 
lems of money, monopoly, labor, and agri- 
culture are skillfully presented as a back- 
ground which exerted large influence upon 
the writers of the period. Henry George 
and Edward Bellamy play the largest role, 
both as critics and as leaders, directly and 
indirectly, of pressure groups dedicated to 
reform.. The leadership of R. T. Ely, 
E. J. James, H. C. Adams, John Bascom, 
S. N. Patten, and others on both economic 
thought and national policy is presented 
with new emphasis. A full chapter is de- 
voted to the work of John Bates Clark. 
This chapter is probably the best all- 
round treatment of Clark and his work. 
The difficulties encountered in founding 
the American Economic Association re- 
flect the doctrinaire clash of conservative 
and liberal elements among economists. 
The Quarterly Journal of Economics, The 
Political Science Quarterly, and The An- 
nals of the American Academy of Political 
and Social Science provided the means for 
presenting the popular controversial issues 
and the theoretical issues of the period. 
‘Part three, “The Heartbreaking Nine- 
ties,” is, in this reviewer’s opinion, the 
best of the four parts. It contains less 
economic history than the previous two 
parts, and the treatment of the men is 
both thorough and objective. The fa- 
miliar names of Seligman, Taussig, Laugh- 
lin, Commons, Hadley, Tuttle, and others 
are presented with a newness of emphasis 
which adds to the stature of the men and 
to their contributions to economics. This 
part should prove to be extremely fruitful 
reading for the “academic grandchildren” 
of this great group of American economists. 
The fourth part, “The Promise of the 
New Century,” adroitly aligns economists 
with great national issues. Issues created 
by trusts and monopolies, government 
regulation, money and banking reforms, 
depressions and labor problems—these de- 
veloped men who became specialists in 
each field. However, doctrinaire conflicts 
were never abandoned, despite interests in 
special fields. Such names as Fetter, 
Fisher, Davenport, and F. M. Taylor are 
discussed in this part. However, their 
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work*and their influence are not delimited 
to the first eighteen years of the century. 
H. G. Moulton, B. M. Anderson, and A. S. 
Johnson are treated as innovators of tradi- 
tion within their own fields of interest. 
Veblen and Mitchell are the last two 
economists considered. No one is better 
equipped to evaluate these two men than 
Professor Dorfman. He again shows the 
influence that Veblen’s “disturbing voice” 
had on economic institutions and economic 
theories. His own former teacher, W. C. 
Mitchell, is presented not only as a pio- 
neer student of business cycles but as a 
student’ of most phases of economics. The 
last chapter, which deals with the impact 
of the war, is concerned with issues and 
problems created thereby and with the 
views, as well as the services, of selected 
economists in the war effort. It empha- 
sizes the point that economic science and 
economists can be of great use in a na- 
tional emergency. 

This volume reflects extremely careful 
research and writing. The sixty pages of 
biographic material show not only that the 
author’s research was exhaustive but also 
that he had access to rare notes and pa- 
pers not generally accessible. Not only 
does Professor Dorfman present the views 
of academicians, but he shows that both . 
they and businessmen have freely taken 


` sides on issues of national importance. 


This is especially true of the attitudes 
shown by each group on the proper sphere 
of government regulation. 

There may not be complete agreement 
on the emphasis accorded various econo- 
mists. There are many names entirely 
unfamiliar to most students of economic 
thought. It does appear at times that the 
ideas of these men are developed at the 
expense of those better known. This, how- 
ever, is the author’s prerogative. The first 
and second parts are heavily weighted with 
economic history for the purpose of pro- 
viding the special setting for the thinkers, 
whether professional economists or not. 
All things considered, Professor Dorfman 
has presented the best work yet written on 


-the development of American economic 


doctrines. It is a source book of absorb- 
ing materials useful not only to the stu- 
dent of economic thought but to anyone, 
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economist or otherwise, desiring inferma- - 


tion on the most significant and formative 

years in the development of economic doc- 

trine. J. F. BELL 
University of Illinois 


CURTI, MERLE, and VERNON CARSTENSEN. 
The University of Wisconsin: A History, 
1848-1925. Two vols. Vol. I, pp. xvii, 
739; Vol. IL, pp. x, 668. Madison: Uni- 
versity of Wisconsin Press, 1949. Two 
vols. $10.00; each vol. separately, $6.00. 


In 1948 the University of Wisconsin 
completed its first century, and, following 
common practice, a historical review con- 
stituted a significant part of the celebra- 
tion. With the assistance of groups of 
graduate students, Professor Curti and Re- 
search Associate Carstensen of the Depart- 
ment of History devoted four years to the 
enterprise. They have gone to the origi- 
nal documents, have sought the assistance 
of the participants still alive and of ex- 
perts in specialized fields, and have at- 
tempted to relate the history of their uni- 
versity to that of higher education in gen- 
eral, And yet, unhappily, this treatise is 
not good history. 

The undertaking fails primarily because 
of its faulty plan of organization. “We 
have organized this account,” the authors 
write, “on topical lines within a chrono- 
logical framework,” a plan which neces- 
sarily makes for some repetition. But the 
repetition is as nothing compared with the 
leapfrog continuity and, to boot, the ab- 
' gence of summaries to pull the abundant 
details together. For example, nowhere 
can one find a summary of the half-dozen 
major reorganizations of the institution 
which have converted the small college of 
1848 into the huge university of today, or 
of evolving curriculums, or of the prolif- 
eration of administrative machinery. The 
reader must laboriously hunt out the facts 
and make his own summaries. 

Specifically, this reviewer is particularly 
interested in academic government; but 
despite much turning of pages he can- 
not discover anything later than 1876 on 
the composition, duties, and desirability of 
the Board of Visitors. Nor can he find 
whether or not the President of the Uni- 
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versity has managed to keep membership 
on the Board of Regents, or whether in . 
the judgment of Wisconsin citizens and of 
university people such membership is de- - 
sirable. Only after an hour’s work with 
the faulty index and with notes taken dur- 
ing the reading of the two volumes could. 
this reader trace the off-again-on-again 
story, but he can find nothing on the topic 
since 1915 and nothing in the way of an 
appraisal or a generalizaéion. The authors 
might explain the 1915 date by pointing 
out that their study stopped with the year 
1925; but the authors do not always stop 
at 1925: they report, for instance, that in 
1946-47 instruction and research in social 
work broke away from the department of 
sociology. One may presume that the po- 
sition of the President on the governing 


. board has at least equal importance. 


As with academic government, so also 
with institutional structuring—to cite but 
one of many possible examples. The 
reader cannot find clear statements about 
when not a few of the schools and de- 
partments of the university came into ex- 
istence. Similarly, he cannot find when 
Frederick Jackson Turner became a full 
professor or the first title of his chair, or 
when Evander B. McGilvary became a full 
professor of philosophy, or when, indeed, 
he joined the University of Wisconsin staff. 

Hardly less serious are the not infre- 
quent misstatements of facts—small facts, 
to be sure, but still not in the spirit of 
the professional motto of historians, Super 
Omnia Veritas. Here are some of these 
errors: that in 1891 Turner was a profes- 
sor of American history (he became such 
in 1892); that Pulitzer (which of the four 
not identified) gave two million dollars to 
Columbia in 1911 and that the Columbia 
School of Journalism opened that year (it 
was Joseph, and he gave a million in 1903 
and the other in 1911; the school opened 
in 1912); that Henry P. Tappan was a 
professor at the University of, Michigan 
when he accepted its presidency; that 
Cornell opened in 1866 (it was 1868); 
that the president of Brown University 
turned out the lights on Scott Nearing 
(Clark University, not Brown); that 
George Sylvester Morris died in 1887 
(1889); that Ohio University is the com- 
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parable institution in Ohio to the Uni- 
. versity of Wisconsin. 

Because the editor has limited the length 
of this review, other significant criticisms 
cannot be presented here; but a brief state- 
ment about the index must be made: it is 
one of the worst that this reviewer has 
ever struggled with. It leaves out impor- 
tant references (at least four on the topic 
of the President’s membership on the 
Board of Regents and five on instruction in 
political science); it includes references to 
pages containing nothing on the indexed 
topic; and it does an abominable job of 
cross referencing. 

Knowing something of the complexities 
and difficulties of educational history writ- 
ing, the reviewer presents these criticisms 
in the spirit expressed by Dean Le Baron 
Russell Briggs of Harvard: “We all live in 
glass houses; yet we must accept the duty 
—and take the risk—of throwing stones.” 
The stones must fly until educational his- 
tory comes up to standard. 

W. H. Cow.ey 

Staford University 


Moran, BENJAMIN. The Journal of Ben- 
jamin Moran, 1857-1865. Vols. I and 
II. Edited by Sarah Agnes Wallace and 
Frances Elma Gillespie. Vol. I, pp. 
xxxiv, 812. Vol. II, pp. xx, 813-1489. 
Chicago: University of Chicago Press, 
1948, $12.50 each vol. 


Benjamin Moran is a forgotten Ameri- 
can who went to England in 1853, began 
his diplomatic career there as a temporary 
clerk at the American Legation, and in 
1854 became the private secretary of 
James Buchanan, whom President Pierce 
had appointed Ambassador to the Court 
of St. James’s. When Buchanan returned 
to the United States to succeed Pierce as 
President, Moran was made Assistant Sec- 
retary of the Legation, and in 1864 he be- 
came Secretary, which post he held for 
ten years. In 1874 he was made Minister 
Resident to Portugal, and since this was 
the first promotion of that kind in our 
diplomatic history, Moran may have been 
our first career diplomat. So favorable 
was the impression he made in England 
that, at the close of his service there, the 
London Times pronounced him a -highly 
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‘trained diplomat and the “ablest and most 


honest” the United States had ever had. 

During his long diplomatic service in 
Britain, Moran kept, with scrupulous care, 
a voluminous journal, eight years of which, 
in published form, constitutes the work 
under review. Not many matters seemed 
too trivial for Moran to record, and con- 
sequently it is possible from these pages 
to get a vivid impression of the humdrum 
day-to-day trivial functions of an embassy. 
But the moving picture of the larger issues 
can also be detected in the midst of trivia. 
One learns how the news drifted into Eng- 
land of the widening chasm in the United 
States that culminated in secession and 
civil war. A vehement Unionist, Moran 
admired Lincoln despite the new minister 
Charles Francis Adams’ privately expressed 
poor opinion of the war President. 

In Moran’s record can be seen the nar- 
row escape from war with England over 
the Trent Affair; the haughty disdain of 
the United States manifested by the anti- 
democratic British Ministry in sympathy 
with the Southern Confederacy, and its 
unconcealed glee over Federal military re- 
verses; the Embassy’s anxiety over threat- 
ened recognition of the Confederacy; the 
electric effect on British opinion of Lin- 
coln’s Emancipation Proclamation, prevent- 
ing the Ministry from possible recogni- 
tion; the growing tension over Confeder- 
ate cruisers built and manned in England 
to prey on American commerce; Ambas- 
sador Adams’ bold declaration to the Min- 
istry that the escape of the Laird Rams 
would signify war; the effect of Gettys- 
burg and Vicksburg and the ebb tide of 
the Confederacy; the post mortem British 
recognition of the statesmanship of Lin- 
coin. 

The editing is admirable. Each volume 
is introduced by an appropriate commen- 
tary giving accurately and adquately the 
historical setting of the journal. The 
copious footnotes give illuminating bio- 
graphical data on every significant person 
mentioned by Moran and even on many 
of the insignificant ones. Because of 
Moran’s habit of noting weather condi- 
tions, the height, weight, hair, eyes, and 
other features of callers at the Embassy, 
and other trivial matters, the researcher Is 
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likely to do a lot of panning before stwking 
pay dirt, but the nuggets are there if only 
he is persistent and patient enough. 
WILFRED E. BINKLEY 
Oxford University 


LANGSAM, WALTER CONSUELO. Francis 
the Good: Tke Education of an Em- 
peror, 1768-1792. Pp. ix, 205. New 
York: The Macmillan Co., 1949. $3.50. 


In this volume the first twenty-four 
years in the life of Francis II, Emperor of 
the Holy Roman Empire and after 1806 
Emperor Francis I of Austria, are por- 
trayed with sympathy and accuracy. The 
accomplished author spent several years in 
European archives and libraries, where he 
gathered valuable original sources hitherto 
but seldom touched by qualified historians. 
He has succeeded in presenting a fascinat- 
ing account of an illustrious prince belong- 
ing to the House of Habsburg. Well may 
the reader wonder why so little has been 
written about a man who for forty-three 
years ruled Austria and at the end of the 
Napoleonic Wars saw the leading states- 
men of Europe assembled in his capital to 
form the Congress of Vienna. The present 
volume fills a great need, even in Europe 
itself, where Emperor Francis II played a 
role of considerable importance. 

The story opens with the birth of a 
prince, described in the records as “a 
healthy, well-formed archduke.” But this 
prince grew up to be an awkward youth, 
and his uncle, Emperor Joseph II, fre- 
quently complained about his neglected 
physique. He was brought up in Florence, 
the capital of Tuscany, where his tutors 
subjected him to a strenuous course of 
studies. It was the age of the Enlightened 
Despots. His father, Grand Duke of 
Tuscany, and from 1790 to 1792 Emperor 
of the Holy Roman Empire, was noted for 
his liberal views. 
man that the ruler is the servant of the 
people and that he must abide by the 
terms of the contract which he signed for 
the benefit of his subjects. 

In the year 1784 Joseph II invited 
Francis to live in the palace of the Habs- 
burgs, in order to fit himself for his future 
task as emperor. For fourteen years 
Francis was in fact an imperial apprentice. 


He taught the young 
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His uncle often ridiculed him for his awk- 


.ward manners, and chose his bride for . 


him: Duchess Elizabeth Wilhelmina Louise 
of Württemberg. Little did these men 
know then that uncle and bride would pass 
away at the same time, leaving a be- 
wildered young archduke standing between 
two simple coffins. His second bride was 
selected by the new emperor, who replaced 
his brother Joseph in March 1790. She 
was a double cousin @f Francis: Marie 
Therese, ‘the daughter of Queen Caroline 
of Naples and Sicily, who was the sister of 
Francis’ father. On December 12, 1791, 
she gave birth to the first of her twelve 
children, a girl who was destined some day 
to “sit on the throne of France as Empress 
to Napoleon I” (p. 90). 

All of these far-famed personages are 
depicted with the skill of an artist. Ro- 
mance and adventure are dressed in a 
proper historical garb, freed from the sen- 
sational trappings so often added by 
writers who indulge in “realistic” but un- 
historical tale-telling. The writer care- 
fully uses striking quotations, and his docu- 
mentation is both profuse and reliable. 

' ALBERT HYMA 

University of Michigan 


WISCHNITZER, MARK. To Dwell in Safety. 
Pp. xxv, 368. Philadelphia: Jewish Pub-. 
lication Society of America, 1948. $4.00. 
This is the story of Jewish migration 

from 1800 to 1948. The book closes with 
the proclamation of the State of Israel— 
an event which has in only one year’s 
time changed the entire problem of Jewish 
migration and homelessness. 

The book is a scholarly account, by one 
of the few experts on migration. It does 
not attempt to cover all aspects of the 
Jewish migratory movement—the legal 
provisions of the many possible countries 
of reception, the problem of the readjust- 
ment and integration of the newcomers, 
etc.—but presents simply the story of the 
organization of the movement, the failures 
and successes of various plans, and avail- 
able means for Jewish migration. 

.Wischnitzer points out eight phases of 
migration during the period under con- 
sideration: 

1. Overseas migration from central and 
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eastern Europe, 1800-1880, beginning in 
. the Napolenic Era and gaining moméntum 
after 1848, 

2. The first Jewish exodus from Russia, 
1881-90. 

3. A decade of rising aniano from 
eastern and southeastern Europe, 1891- 
1900. 

4. The peak of Jewish departure from 
Europe, 1904-14. 

5. The decrease $n departures during and 
after World War I, 1914-32. 

6. Migration under Nazi pressure, 1933- 
39. 

7. Migration in‘ the midst of global war, 
1939-45. . 

8. The struggle for immigration after 
victory in Europe; a struggle not yet 
ended, but successful as far as Jewish mi- 
gration is .concerned, in view of the procla- 
mation of.the state of Israel. 

In the first year of its existence, 250,000 
Jews have come to- the shores of their 
Homeland. 

This work is a valuable supplement to 


Eugene Kulischer’s book on the migratory > 


movement, Sir Hope Simpson’s The Refu- 
gees, and the 1944 book The Jewish Refu- 
gee by Arieh Tartakower and Kurt R. 
Grossmann. Mr. Wischnitzer has avoided 
the repetition of material already pub- 
lished by referring to it in the excellent 
notes which he has compiled in the Annex. 

Anyone interested in studying the causes 
and difficulties of migration, the establish- 
ment of Jewish communities throughout 
the world, and the Jewish struggle for im- 
proved economic conditions will find this 
book valuable. The chapter “Migration 
Under Nazi Pressure” will be-a reminder 
of happenings in the last war which may 
be too soon forgotten by many. The book 
includes the famous record of the con- 
ference of January 20, 1942 under the 
chairmanship of Hermann Goering, dur- 
ing which the destruction of more than 
11,300,000 Jews was decided upon. Of 
this number, only a small fraction suc- 
ceeded in rescuing themselves by migra- 
tion. This will remind us of the great op- 
portunities lost by the nations which might 
have received them. 

Kurt R. GROSSMANN 
Kew Gardens, New York 
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SHOMVELL, James T> A Balkan Mission. 
Pp. 180. New York: Columbia Univer- 
sity Press, 1949. $2.25, : 


This book is Professor Shotwell’s ac- 
count of a journey he made through the - 
Balkans in the autumn of 1925. It is also 
“the record of an assignment by the Car- 
negie Endowment for International Peace” 
to make arrangements in the Balkan coun- 
tries for the completion of the Economic 
and Social History of the World War, and 
ot discuss informally with leaders in each 
country the plans for the work of the 
endowment in promoting peace. In the 
course of his journey Professor Shotwell 
delivered thirteen public addresses, of 
which two appear as appendixes and con- 
tain his philosophy of peace. 

The bulk of the book (pp. 16-130), 
however, consists of Professor Shotwell’s 
observations in the Balkans. Yugoslavia, 
particularly her Serbian component, re- 
ceives far more space than any other 
Balkan country (pp. 16-81). He pays the 
Serbs one tribute after another, and de- 
scribes them as “a sturdy mountain stock, 
which throughout all the centuries of op- 
pression had maintained a proud sense of 
personal freedom” (p. 75). He refers to 
the bitter struggle between the Serbs (cen- 
tralism) and the Croats (federalism). In 
Macedonia, however, he found “evidence 
of good government by the Serbian au- 
thorities” (p. 69). After dsicussing the 
origin of Rumania and its rich economic 
resources, “probably rivaled by no other 
country ... outside the United States” 
(p. 92), he briefly comments on that coun- 
try’s many political problems: the Hun- 
garian revisionism, the Bulgarian claim of 
Dobruja, the Soviet threat to Bessarabia, 
and the perennial Jewish question. He 
finds that “the idea of Rumanian national- 
. was running high in 1925 and 
there seemed to be no way to check it” 
(p. 93). The Bulgarians and Sofia left a 
very favorable impression on Professor 
Shotwell. “Almost every description of 
the Bulgarian people is a tribute to their 
sincerity and integrity” (p. 105). He con- 
siders Stambolisky, who was murdered in 
1923, “one of the greatest figures in all 
Balkan history,” and he marks Bulgaria’s 
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troubles—the terrorist activities ofe the 
Macedonian comitadji and the strained re- 
lations with Greece and Yugoslavia. The 


visit to Turkey was, he says, “on a differ-. 


ent plan from that to the other Balkan 
countries.” Here “we were to come to 
grips, with the central theme of militarism 
itseli—a theme standing out more clearly 
here than in any other country” (p. 116). 
Professor Shotwell found Greece® “one of 
the worst-governed” countries in Europe 
(p. 123), and says that “with its economic 
poverty and its political feuds it had be- 
come the most backward of the Balkan 
countries” (p. 125). Moreover, the great 
city of Athens “if it were not for its an- 
tiquities would take a very secondary place 
among the capital cities of Eastern Eu- 
rope” (p. 127). 

The year of Professor Shotwell’s visit to 
the Balkans, 1925, was full of regional 
tension: the Greco-Bulgarian border clashes, 
the Pangalos dictatorship in Greece, the 
Macedonian problem. Professor Shotwell 
very briefly notes these developments. He 
found the Balkan governments preoccupied 
with land reforms and rebuilding of war- 
devastated areas. In Yugoslavia he saw 
at almost every railway siding American 
farm machinery. 

As for Communism, Professor Shotwell 
has this to say: “So long as the south and 
east of Europe remain predominantly agri- 
cultural Marxian Communism will be 
forced to make compromises with local 
custom. On the other hand, an anarchy 
of localism will have to yield more and 
more to social and economic controls and 
not be permitted to. repeat the exploita- 
tion of a new industrial and capitalistic 
feudalism” (p. 36). 

The reader will find Professor Shotwell’s 
book a well-written and fact-laden story of 
the Balkans in 1925. His brief commen- 
taries on individual Balkan peoples and on 
their and general world problems are simul- 
taneously thought-provoking and instruc- 
tive, especially so when the presented ma- 
terial is looked at from the perspective of 
contemporary developments in that tragic 
region. 
WAYNE S. VUCINICH 
Stanford University — 
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McKinney, Frep. The Psychology of 
Personal Adjustment. (Seconded.) Pp. 
xi, 752. New York: John Wiley and 
Sons, 1949. $6.00. 


For more than a generation, organized 
efforts to orient students to the challenge 
of the collegiate level of living and work- 
ing have been made. Some of these ef- 
forts have been primarily academic, con- 
sisting of survey and other type of intro- 
ductory courses; others*have been more 
personal, concerned with the problems of 
individual adjustment. The book under 
review falls into this latter category. It is 
a second edition, materially changed from 
an edition published some eight years ago. 

More specifically speaking, this volume 
is concerned with the psychology of the 
college student’s personality adjustment. 
The author is professor of psychology and 
psychologist in the Student Health Service 
at the University of Missouri. The chap- 
ter headings include Adjustment to College 
Work; Concentration, Learning and Think- 
Personal Efficiency; Understanding 
Oneself; the Development of Personality; 
Creative Adjustment; Personal Orienta- 
tion; Vocational Selection; Social Adjust- 
ment; Social’ Proficiency and Leadership; 
Affections and Conventions; Marital Ad- 
justment; Emotional Stability; Self Con- 
fidence; and the Adjusted Personality. ` 

The emphasis throughout the volume is 
upon the mental hygiene phase of adjust- 
ment problems. The point of view is that 
of the clinical psychologist. The coverage 
of material is broad and sweeping: more 
than 1,600 references are cited. The ap- 
proach is concrete: several hundred case 
studies are included, wholly or in part. 
The tone is one of admonition and advice, 
buttressed with references to supporting 
cases or research studies. ‘The style is 
popular and pithy. It is a book which 
should be highly helpful, both to students 
and to those seeking to serve them. _ 

James H. S. BOSSARD 

University of Pennsylvania 


SINGER, EDGAR A., JR. In Search of a 
Way of Life. Pp. 97. New York: Co- 
lumbia University Press, 1948. $1.75. 
Those who have spent their lives in the 

arts or the sciences, and who have held 
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that if these pursuits are to be meaningful 
- they must be eternally interlocked with a 

_purposeful way of life, will find inspiration 
and solace in this very fine book, small in 
size but immeasurably large in intellectual 
and moral content. : 

The story begins with the famous state- 
ment of Kant’s Critique of Practical Rea- 
son: “For a rational and finite being, the 
only possible life is an infinite progress 
‘from lower to higher states of moral per- 
fection.” It is not strange that, starting 
from this idea spoken for the first time by 
Kant, Singer’s moral philosophy is ideal- 
istic; but further likeness to Kantian or 
post-Kantian idealism soon disappears. In 
` place of a categorical imperative, one finds 
the maxim: “So live the moment that ev- 
ery future moment will find you stronger 
than you would have been had you lived 
in any other way.” “Surely all desirous 
beings, conscious enough to reflect upon 
their state, must recognize'the eternal de- 
sire for power, greater control over events, 
greater emancipation from fate, heightened 
_probability of achievement, lessened prob- 
ability of defeat.” Indeed this is a funda- 
mental maxim, at first glance dangerous in 
its suggestion of selfishness, but real never- 
theless. 

The sequel is a critique of power with 
the one ideal of omnipotence over all mat- 
ters of life and death, an ideal which must 
be the common desire of all mankind. 
Service to this ideal yields a morality 
which is far more selfish, and a way of life 
which excludes secularism but which is 
deeply religious. In the logical develop- 
ment of this critique, Professor Singer 
propounds his theory of the three great 
philosophical dimensions—the true, the 
beautiful, and the good—all necessary to 
a way of living which is progressive and 
immortal as long as mankind is immortal. 
There is no departure in this discourse 
from stern empirical idealism, no promise 
that such an intelligent, co-operative, and 
progressive civilization will be approached; 
but there is a vision as to a way man, in- 
spired and strengthened by art and science, 
can purposefully guide the eternal struggle 
towards moral perfection, not degradation 
and destruction. 

This philosophy is austere, but one who 
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leads it need omit nothing pertaining to the 
good, the true, and the beautiful. “Within 
its understanding of virtue and blessedness, 
no life can more fully subscribe to the say- 
ing of Spinoza: Beatitudo non est virtutis 
praemium, sed ipsa virtus.” 

After reading this beautifully written 
and provocative work, this reviewer could 
not but recall the last sentence of Spinoza’s 
Ethics: “AIl things excellent are as diff- 
cult as they are rare.” Books like Pro- 
fessor Singer’s are rare indeed. 

HERBERT S, HARNED 

Yale University 


HovLAND, CARL I., ARTHUR A. LUMSDAINE, 
and FreD D. SHEFFIELD. Experiments 
on Mass Communication. Vol. III of 
Studies in Social Psychology in World 
War II. Pp. x, 345. Princeton: Prince- 
ton University Press, 1949. $5.00. 


The Experimental Section of the Re- 
search Branch of the Army’s Information 
and Education Division had as its chief 
mission the making of “experimental 
evaluations of the effectiveness of various 
programs of the Information and Educa- 
tion Division.” The Section made exten- 
sive experimental studies on the first four 
of the “Why We Fight” series of orienta- 
tion films “prepared ‘for the Division to 
explain the background of the war.” It 
also made “briefer studies of a series of 
educational and general interest films” and 
“a number of experimental and nonexperi- 
mental studies ... of other media used 
by the... Division.” The findings of 
the Section are presented in this volume. 
While motion pictures and films strips fig- 
ured in the majority of these studies as re- 
ported, “the primary interest throughout 
is not restricted to films as such, but rather 
is in principles which would apply more 
generally to any mass communication me- 
dium.” 

The Section dealt with rather limited 
practical questions in its studies, questions 
that its members hoped would help the 
Army cope with problems of morals, in- 
formation, and efficiency. The Section’s 
data on effectiveness could include only 
oral responses and not overt behavior. Its 
criteria were “whether they succeeded in 
imparting information, in changing opin- 
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ions in the direction of the interpretations 
presented, and in increasing men’s ‘motiva- 
tion to serve.” In order to stimulate scien- 
tific investigation by others, the authors 
also présent certain materials “in the form 
of pure hypothesis, since some of the re- 
sults were obtained on a particular film 
with no opportunity to check them in fur- 
ther studies.” l 
The first part of the volume reports a 
series of film evaluation studies. In this, 
the authors say the “factor emerging most 
clearly from the present data is that of 
‘acceptance.’” Jn elaborating this con- 
clusion, they describe “the initial correla- 
tion between- intelligence and opinion held 
as a measure of ‘validity’ of opinion,” and 
they advance “the proposition that valid 
interpretations will be accepted more 
readily by the‘less intelligent than by the 
more intelligent.” As a criterion of in- 
telligence, the Section found “the educa- 
tional level attained ...to be a useful 
index of general irtellectual ability.” This 
is another way of saying that those who 
are more highly conditioned to ‘accept a 
certain orientation of opinions (those 
which apply the patterns of American 
societal culture and-of American middle- 
class subculture) as valid are more likely 
to accept those allegedly valid opinions. 


The authors do not point to this circu- 


larity. They also do not note that ‘educa- 
tional level also correlates somewhat with 
social class membership and that such 
membership injects additional subcultural 
and interest factors into a situation as 
probable contributing determinants of the 
“acceptance” or “nonacceptance” of “valid” 
opinions. 

The second part of the volume describes 
and analyzes “studies employing controlled 
variation.” These studies attempt to de- 
termine the influence of the lapse of time, 
of different types of argument, and of the 
“inclusion or noninclusion of a section of 
the film strip during which the audience 
rehearsed the material presented.” 

The experiments with various lapses of 
time are said to “support the hypothesis 
that changes in opinions of a general rather 
than a specific nature may show increas- 
ing effects with lapse of time.” To be 
more specific, the Section’s findings “indi- 


cate a real possibility that at least in the 
case of the film, ‘The Battle of Britain,’ 
greater effects on orientation attitudes 
were obtained after a nine-week lapse of 
time than after only five days.” 
the writers observe that “it is not time 
per se that is the variable under study but 
rather the events which occur during the 
lapse of time.” But their elaboration of 
“events” focuses upon psychological proc- 
esses in the minds of the men, and does 
not touch upon the verbal milling about 
of the men, events reported in general 
mass communication media, and the prob- 
able growth in commitment to “the cause” 
with additional weeks of Army life and 
training. 

As a part of the record of how Ameri- 
cans adapted themselves to World War II 
as members of the Army, Experiments on 
Mass Communication is a useful contribu- 
tion, and the experiments in experimental 


_ design reported in it are helpful to all 


who are working in this field. 
ALFRED MCCLUNG LEE 
Brooklyn College of the 
City of New York 


LINDESMITH, ALFRED R. and ANSELM L. 
Strauss. Social Psychology. Pp. xvi, 
549. New York: The Dryden Press, 
1949. $4.50. 


The postwar years have brought us to 
see clearly that any new work of general 
interest in social psychology must meet 
three tests if it is to compete in the intel- 
lectual market. Contemporary works like 
Krech and Crutchfield’s Theory and Prob- 
lems of Social Psychology, Vaughan’s So- 
‘cial Psychology, and Newcomb and Hart- 
ley’s Readings in Sociat Psychology all ex- 
hibit a high consciousness of the need of 
the field for a solid theoretical basis, for 
extensive grounding in the results of ex- 
perimental research, and for a demon- 
strated capacity to make applications of 
its knowledge in the practical area. 

The work by Lindesmith and Strauss 
was undoubtedly written in the atmosphere 
of this high consciousness. It treats of so- 
cial psychology from the theoretical view 
by exposing the extent to which “behavior 
is affected in extremely subtle and previ- 
ously unsuspected ways as a result of 
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membership in social groups,” and by 
dealing with the fact that “group influ- 
ences are indissolubly linked with the hu- 


man use of language symbols.” It carries ` 


extensive citations to the literature, many 
of them being titles of research papers. ` It 
makes its applications by attemtping to in- 
crease the reader’s insight into such phe- 
nomena as role-playing, personality  con- 
flict, race relations, sexual behavior, and 
social change. í 

Six major parts comprise the text. 
These are: I. Language Behavior, IT. So- 
cialization, ITI. Personality, IV. Race and 
Sex, V. Collective Behavior, and VI. Or- 
ganism and Environment. Of these, the 
first three parts are the stronger. In them, 
so much use is made of the significance of 
- language in the organization and function- 
ing of mentality (Part I), in the develop- 
ment of the self (Part IT),-and in the de- 
velopment of personality (Part III), that 
in this respect the text is unique. 

In one respect the text is notably silent. 
It has little to say about attitudes, in par- 
ticular the social attitudes, and this little 
is said apropos of other matters. In view 
of the central theoretical importance of 
attitudinal behavior, the enormous amount 
- of experimental research which has gone 
into this field, and the immediately prac- 
tical applications which have been made 
(e.g, in the field of public opinion pol- 
ling), this omission is difficult to under- 
_ stand. 


In addition to a bibliography at the end ` 


of each chapter, the work contains a gen- 
eral index of names and subject matter. 
MALCOLM G. PRESTON 
University of Pennsylvania 


NATIONAL HEALTH ASSEMBLY. America’s 


Health. Pp. xiv, 395. New York: Har- ` 


per & Brothers, 1949. $4.50. 


The healing art, throughout most ‘of its 
history, has been conducted for private 
profit. A few hundred years ago the recog- 
nition of the contagiousness of infectious 
disease resulted in the establishment of 
lazarettos or pesthouses. Thus govern- 
ment entered the practice of medicine. 
About one hundred years ago sanitary 
engineering appeared as a governmental 
function, to the gréat good of all con- 
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cerged. Latterly, with the growth of the . 
social sciences and with the rapid exten- 
sion of governmental services to handi- 
capped individuals, there has developed 
pressure for greater governmental partici- 
pation in matters of health. The medical 
profession, with perhaps somewhat of a 
trade-union attitude, has tended to op- 
pose this; whereas the social workers, the 
“do-gooders,” and- the bureaucrats have 
tended to exploit its possibilities. 

This is the setting which prompted 
President Truman, in January 1948, to ask 
Mr. Oscar I. Ewing as Federal Security 
Administrator “to submit a ten-year plan 
for expanding the health resources of this 
nation and raising the health standards of 
the entire population.” As the result of 
this letter, Mr. Ewing convened a Na- 
tional Health Assembly for a four-day ses- 
sion during the first week of May 1948. 
The book, America’s Health, has as a sub- 
title, “A Report to the Nation by The Na- 
tional Health Assembly.” 

With this in mind we take up the book 
for perusal, The same theme runs through 
all the chapters, whether they’ deal with a 
need for health personnel, hospitals, medi- 
cal health units, or what not. One would 
infer that there was a guiding mind and 
hand throughout all the chapters, though 
they purport to be the work of special 
committees. The general theme is that, 
while the United States leads the world 
in all fields having to do.with health, yet 
there are still shocking conditions here 
and there. Attention is called under every 
heading to the poor health conditions 
among Negroes. Lack of personnel to 
deal with all these matters is pointed out. 
The need for a program for maternal and 
child health, rural health, research, -and, 
lastly, medical care is stressed. While it 
is insisted that local persons must assume 
responsibility, it is clearly indicated that, 
in the long run, Federal resources should 
be made available. 

‘As one reads the names of those taking 
part in the Health Assembly, one meets 
many old-time crusaders and promoters. 
None of the data, insofar as this reviewer 
is concerned, can be seriously questioned, 
although the book abounds in abstracts 
from statistical studies. It forms an ex- 
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cellent statement of the needs of the ceun- 
try, what has been done as a beginning, 
and the future.course toward which efforts 
should be directed. , 

No philosophic attitudes are expressed. 
For instance, because the rich have more 
visits from doctors than do the poor, it is 
assumed that adequate care of the poor 
means more visits from doctors, there 
being no suggestion as to the extent to 
which medical care purchased by the rich 
might come under the general heading of 
luxury. Furthermore, it is assumed that 
if there were more doctors, nurses, and 
educational agencies, everybody would be- 
come health conscious and seek the super- 
lative in medical care. There is no state- 
ment as to the percentage of the gross or 
net income of the country which might 
prudently be applied to matters of health. 
One is inclined to think of Herbert 
Spencer’s statement in his Study of So- 
ciology concerning the objective difficul- 
ties having to do with sociology as a sci- 
ence and calling attention to a certain 
tendency on the part of persons having 
missionary zeal to overstate their case. 

Nevertheless; the book is readable and 
serviceable, and forms a good point of de- 
parture for any thoughtful persons ventur- 
ing into this field. 


Tufts College A. WARREN STEARNS 


REINHARD, Marcet M. Histoire de la 
population mondiale de 1700 ad 1948. 
Pp. 795. Paris: Editions Domat-Mont- 
chrestien, 1949. 1300 fr. 


This Look is an ambitious undertaking, 
and, within limits somewhat narrower than 
implied in the title, a fairly successful one. 
The author sets his beginning of history at 
1700; in view of the paucity of demo- 
graphic data even since that recent date, 
it is well that Professor Reinhard, who is 
a historian, has set limits to his task. 

The year 1700 is taken by the author as 
marking with some arbitrariness the be- 
ginning of what may be called the “world 
demographic revolution.” Prior to that 
time, virtually all of the world’s popula- 
tions may be said to have been roughly 
stationary, kept that way by fairly short- 
run cycles of growth and decline. The di- 
rection of change at any particular time 
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was primarily attributable ‘to variations in 
mortality or in migratory movements, but 
not in fertility. Subsequent to that time, 
and starting from western Europe, succes- 
sive areas of the world have been brought 
under influences whose initial effect is to 
reduce mortality and, after a longer or 
shorter period of very rapid growth, whose 
(somewhat less certain), subsequent effect 
is to bring fertility under rational control. 

To the extent that the generalization 
holds true—and the author recognizes at 


. least part of the difficulties arising from 


absence of proof and from occasional dis- 
proof—the shortcomings in the quantita- 
tive data for earlier periods and for many 
areas down to the present time are rela- 
tively unimportant. Times and places be- 
come interesting only as they enter the 
initial phases of the allegedly repeatable 
long-term cycle. 

- Parts I and IT deal with European demo- 
graphic developments in the eighteenth and 
nineteenth centuries, respectively. Part HI 
summarizes the impact of European civili- 
zation on populations in the rest of the 
world, and Part IV returns to Europe in the 
period since the First World War. Thus, 
only about one-fourth of the volume is 
devoted to extra-European developments. 
In each of the other sections considerable 
attention is devoted to France. This is 
not only to be expected in a book ad- 
dressed to French readers, but is also con- 
sistent with the central theme of the 
work, since France is often taken as the 
prime example of the completed cycle. 

The book has numerous tables and 
charts, as well as forty full-page photo- 
graphs of doubtful relation to the text. 
Numerous errors of citation, particularly 
of English-language works, do not seri- 
ously mar the author’s impressive coverage 
of standard literature. 

WILBERT E. Moore 
Princeton University 


BRADEN, CHARLES S. These Also Believe: 
A Study of Modern American Cults and 
Minority Religious Movements. Pp. xv, 
491. New York: The Macmillan Co., 
1949. $6.00. 


Probably the three most basic research 
needs in the sociology of religion currently 
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are quantification, typology, and motiva- 
tional analysis. While there is a consid- 
erable body of knowledge pertaining to 
religious behavior which is available to 
the sociologist, most of it has been com- 
piled by those not versed in sociological 
statistics. So, it illumines us little to know 
that “most of the followers” do so and 
so. Typological studies also are needed. 
Data: gathering is not enough; system 
must have some fart. Unfortunately, so- 
ciologists of religion, with the exception of 
Weber and perhaps a few others, have 
failed to provide a reliable variety of chal- 
lenging theoretical theses. It is fair to 
say, moreover, that there are few motiva- 
tional studies worthy of serious attention; 
yet the importance of understanding mo- 
tivation in church and sect on empirical 
grounds grows ever more pressing. 

From the standpoint of these three basic 
research needs, the work of Professor 
Bradén must be viewed as a failure. He 
does some fact gathering, some of it in 
places that require ingenuity; but his 
factual basis is mainly historical and theo- 
logical rather than empirical. He knows 
when a movement was founded, where its 
headquarters are, what its beliefs are, and 
so forth. What is needed, however, is 
greater quantification of the knowledge of 
the behavior of the various persons and 
groups which make up the “cults,” 

On typological grounds, Braden’s study 
lacks even elementary effort. He fails, for 
example, to point out the interrelationships 
in form and process among the various 
sects. In this regard, Elmer T. Clark’s 
book: The Small Sects in America is better, 
although it has its own special shortcom- 
ings. (The jacket of Braden’s book er- 
roneously claims that it is the first schol- 
arly book in its field.) 

‘The motivational concern of Professor 
Braden is shown upon occasion in the 
book, but without scientific reliability, as 
he himself apparently admits. Moreover, 
this concern is of a too simple psychologi- 
cal character. He fails to make adequate 
reference to the social and intellectual cur- 
rents which in time and place influence m 
rise of the sects. 

To say these things is to judge Braden’: S 
book by standards which are not neces- 
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sarily his. He sought simply to describe 
the origin, the rise, the leading personali- 
ties, the theology, the ethics, and the pos- 
sible future of thirteen of the most inter- 
esting and widely accepted religious move- 
ments of the time. He writes mainly for 
the intelligent layman. At times his style 
becomes anecdotal; often he tells of his 
personal contact with the leaders of the 
movemertts he discusses. 

One can doubt, however, that Mormon- 
ism and Christian Science should find a 


. place along with the others, but the selec- 


tion is broad (including the Peace Mis- 
sion Movement of Father Divine, Psy- 
chiana, Theosophy, the Liberal Catholic 
Church, Jehovah’s Witnesses, Anglo-Israel). 
The reader gains more knowledge of each 
group’s theology and ethics than of any 
other aspect of the movements (Braden 
admits in the Preface that he is a preju- 
diced Methodist). Apparently too, the au- 
thor has other varying interests, for his 
discussion of Father Divine takes seventy- 
seven pages, while that of the Liberal 
Catholic Church takes ten. He seems to 
be attracted to some personalities more 
than to others, as, for example, when he 
misses a choice opportunity to analyze the 
teaching and influence of Emmet Fox (p. 
142). Highly commendable is Dr. Braden’s 
admission of unavoidable bias and his ob- 
viously sincere efforts to be objective. The 
selected bibliography and brief accounts of 
additional modern cults and minority re- 
ligious groups placed at the close of the 
volume are especially helpful. 

The book is a story of the wonderful 
“variety of religious experience.” It makes 
fascinating reading by reason of its sub- 
ject matter, although Professor Braden 
aptly enriches its interest by a popular 
writing style. 

HERBERT H. STROUP 

Brooklyn College 


KOESTLER, ARTHUR. Insight and Outlook. 
Pp. xiv, 442. New York: Macmillan 
Co., 1949. $5.00. 


In this attempt “to unify the creative 
and social activities of man, to clarify the 
roots of man’s scientific discovery, artistic 
invention, and moral action” one looks in 
vain for the author of Darkness at Noon 
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(1940) or Dialogue with Death (1933)— 
the dramatist, the characterist, the accu- 
rate reporter of the historical web, the 
imaginative spinner of yarns. One finds 
instead the scholar, the seeker, and the 
struggler after form, integration, and 
clarity in this, our ethical interregnum. If 
Koestler in the process falls victim to the 
technocrat’s confusion by oversimplifica- 
tion for the sake of a pseudoseturity by 
systematization, he does no more than 
align himself with the greatest ailment of 
current thought. In final , analysis—the 
book is of the Germanic scholastic style!— 
what Koestler seeks is a bridge in the ever 
narrowing but ever deepening gulf between 
the artist and the scientist. He seeks to 
evolve a “system of ethics .. . neither 
utilitarian nor dogmatic,’ and opens his 
discussion with the bisociation of laughter. 
And from the beginning, one is aware of 
not only the contemporaneity of his argu- 
mentation but also its very personal affec- 
tion. But there follow substantifications 
of the poet’s prerogatives which always 
border on the less real and, inversely, the 
more theoretical and a-human. Of course, 
such reduction can be achieved only via 
semantic labyrinths, and this makes the 
book hardly accessible to most general 
readers. 

And so in much of this all-inclusive 
theorizing, Koestler the philosopher often 
speculates himself into the purely dog- 
matic (sic), which somehow corresponds 
to the character-license of Koestler the 
novelist. Only now the bisociation, i.e., 
the conflict between two different sys- 
tems of thought occurring simultaneously 
or as alternate currents, needs less tur- 
gidity and more understandably persuasive 
justification—as in his delightful struggle 
with Freudianism. Besides this bisociative 
theory—the ignition of the cross currents 
causing creation—Koestler divides human 
behavior into a positive and a negative; 
the ‘former, the self-transcending drive 
which leads to scientific discovery, artistic 
invention, and moral action; the latter, 


the self-assertive tendencies which moti- - 


vate ruthlessness, war, greed, overstimu- 
lated by the insecurity and frustration of 
contemporary civilization. While this may 
be so, his assurance that the positive will 
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ultimately win out is more mystical than 
philosophical. 

Koestler’s tremendous enterprise staggers 
by sheer weight of research, As obviously 
is his deeply serious concern for today’s 
issues, his learning is quite consummate, 
but the sum total remains only spasmodi- 
cally alive amidst the burden of pedantic 
opacity. At that, he is a fine enough 
writer to hit the nail on the head often 
enough and with custontary precision, as 
when he writes: “Our textbooks and our 
methods of teaching by enforced retention 
are relics of the static, pre-evolutionist 
conception of the world. For man cannot 
inherit the past; he has to re-create it.” 
Bless him for that, but Goethe has already 
said it, and a thousand others as well. 

Bors Eric NELSON 

Hampton Institute 


MERRILL, FRANCIS E. Courtship and Mar- 
riage. Pp. x, 360. New York: William 
Sloane Associates, 1949. $2.85. 


The author here states that, since he is 
a sociologist, his chief interest liés in the 
characteristic social relations of courtship 
and marriage. About one-third of the 
volume deals with courtship and two-thirds 
with marriage. A central thesis of the 
work is that courtship and marriage have 
changed more rapidly than the social ex- 
pectations defining them. Courtship in 
America, of which the author is primarily 
writing, is depicted as influenced to a 
unique degree by romantic love. Another 
thesis is that marriage is broadly deter- 
mined by the roles which the principal 
participants play therein. Emphasis in the 
marriage section is upon roles; economic, 
biological, prenatal, parental, conjugal frus- 
trated, broken, and, finally, strengthened 
roles. 

The book is written in a free, flowing 
style which holds interest. Professor Mer- 
rill is a very good writer in this respect. 
In general, we may say that this is a good, 
brief presentation from the sociological 
point of view, and could be used in courses, 
preferably in the earlier years of college, 
or perhaps even in late high school. Nu- 
merous statistics are cited from census and 
other data, although these are presented in 
text rather than in tabular form. Refer- 
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ences are made to many other sociological | 


texts such as those by Becker and Hill, 
Fishbein and Burgess, Folsom, Burgess and 
Locke, Nimkoff, Groves, Duvall and Hill; 
Waller, Mowrer, and Bowman. A num- 
ber of the findings of Dr. Kinsey are woven 
into the discussion throughout the book. 

` In view of the fact that the book claims 
to be a study of marital relationships, too 
little depth is shown in the analysis of such 
interpersonal fact8rs. For my own course 
in marriage at the senior level, I should 
want a much deeper’and fuller analysis of 
many of these points, and references to 
more original material from various disci- 
plines. I feel that the book is a little too 
elementary and too narrowly sociological. 


The work may be taken as an exhibit of 


the need for an interdisciplinary approach. 
Impotence and frigidity, to name only two 
important factors in the interpersonal rela- 
tions between husband and wife, are very 
inadequately handled. It seems that when 
sociologists limit themselves too narrowly 
to what they regard as their specialty, they 
come dangerously close at times to being 
superficial, á 

It might be said that the writer of this 
text underestimates the part which class 
lines play in marriage relationships. Al- 
though he does cite the Kinsey differential 
factors in this regard, little if any use is 


made of the findings of W. Lloyd Warner’ 


and-his associates. There are, undoubt- 
edly, many teachers who like a brief type 
of textbook which they can‘ then proceed 
to fill out by other readings and in the 
classroom. For such teachers who them- 
selves have a wide basis‘ of interdisciplinary 
reading, this book should be useful. 
HERBERT D. Lamson 
Boston University 
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COMMUNITY SERVICE Society. The Family 
in a Democratic Society. Pp. viii, 287. 
New York: Columbia University Press, 
1949. $3.75. 


This volume includes papers presented 
at the one-hundredth anniversary of the 
Community Service Society of New York, 
held in the spring of 1948. It consists of 
two major parts. The first is made up of 


nine articles, brought together under the 


general caption of “The Human Sciences 


‘cate one another. 
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and*the Family.” The contributors in- 
clude one anthropologist, one social econo- 
mist, a social psychologist, a professor of 
education, two psychologists, and three 
physicians of psychiatric: persuasion, Six 
of the nine articles deal with the problems 
of child development, including the adoles- 
cent span. The specific articles presented 
are excellent, but balance of analysis of 
the field®as a world is obviously lacking. 
Sociologists will look in vain for a presen- 
tation of their work of recent years, as 
will marriage counselors—to mention but 
two professional groups who have contri- ` 
butions to make to an understanding of 
the family. 

Part II consists of twelve articles on the 
health aspects of family life. These dis- 
cussions, while significant when considered 
separately, are heavily weighted in favor of 
nutrition. A particularly interesting in- 
clusion is a chapter on the Packham Ex- 
periment in London. The author, Dr. 
Innes H. Pearse, makes a telling point 
which needs heavy underscoring in the 
blithe present-day discussions of social 
planning. “We have,” he writes, “a vast 
knowledge of disorder, physical, psycho- 
logical, and social, in man and his society. 
Strange to say, it is commonly assumed 
that this knowledge of disorder, by some 
inverse equation, gives us an equal and 
valid knowledge of the nature of the order. 

. We know much of the circumstances 
that cause the reaction of disease. We 
have yet to study the conditions that 
engender an actional relationship of or- 
dered ease between organism and environ- 
ment... .” 

Perhaps the essential significance of this’ 
volume, considered as a unity, is that it is 
one of the ways in which specialists edu- 
This, too, is a neces- 
sary, even if often overlooked, phase. of 
adult education. 

James H. S. BOSSARD 

-University of Pennsylvania i 


COMMUNITY SERVICE SocweTY. Sacial 
Work as Human Relations. Pp. viii, 


288. New York: Columbia University 

Press, 1949. $3.75. 

The papers presented in this volume 
seek to memorialize a century of service 
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of the Community Service Society of New 
York, as well as a half-century of social 
work training by the New York School of 
Social Work. Delivered within three years 
of the end of World War II, these papers 
are as concerned, if not more so, with the 
struggle for peace as with professional edu- 
cation. By an extraordinary, yet clearly 
unplanned, circumstance, the opening and 
the closing paragraphs bear on aspects of 
the same theme—peace. Gordon Hamil- 
ton’s first paper, “Helping People, the 
Growth of a Profession,” insists that 
“.. unless a great human principle is 
found which can be made to work for in- 
tergroup and interclass tensions in a com- 
munity, international, and interracial prob- 
lems, civilization itself is doomed.” Then 
follow almost three hundred pages "and a 
score of articles of which the last is by Dr. 
Brock Chisholm, “Human Relations and 
the World Scene.” It is Dr. Chisholm who 
closes the book on a note of optimism: “I 
am not pessimistic, but optimistic, about 
the future of the human race, for I be- 
lieve and earnestly believe that the neces- 
sary job can be done and will be done. .. . 
There is an ever widening appreciation of 
the necessity for peoples to live together. 
I think there is no war in the foreseeable 
future.” The burden of the intervening 
papers in this volume is on the importance 
of sound social work education and the 
strategic role of professional social work 
` practice in building and maintaining a sci- 
ence of human relations. __ 

Karl de Schweinitz, an administrator, 
teacher, and educational leader, traces suc- 
cinctly the increasing assumption by gov- 
ernment of responsibility for human wel- 
fare. Earl Harrison, a lawyer, govern- 
mental administrator, teacher, and social 
agency board member, moves one step be- 
yond this by emphasizing the interrelated- 
ness of welfare and democracy. Other pa- 
pers in the first section on theory and tech- 
niques range from Griswold’s on the place 
of the voluntary welfare agency through 
Dr. Kris’s material on child development 
to those of Stuart Chase on “The Human 
Sciences and the Arts of Practice” and 
Stanley Davies’ “Science and Practice in 
Human Relations.” — 

The middle section on professional train- 
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ing concerns itself with the minutiae of 
practice in working out a sound educational , 


.curriculum in schools of social work. Pa- 


pers by Arlien Johnson, Benjamin Young- 
dahl, and Charlotte Towle are especially 
noteworthy for their pointedness of think- 
ing and-clarity of expression. Irwin. Ed- 
man, a philosopher, brings. freshness to 
the discussion by relating the humanities 
to the professional schools and by remind- 
ing us, with convictien, that “... the 
doctor, the teacher, the social worker, the 
journalist, the lawyer, is not a mere tech- 
nician-and cannot be such; so closely in- 
terrelated are the various arts and sciences 
that none of these can ever be a good 
technician unless he is a good deal more, 
unless he is... an educated man.” 

The third section concentrates on vistas 
in human relations, with papers by Dunn 
on the scientific spirit and human welfare, 
Davidson ‘on international horizons for 
health and welfare, Sharp on the manage- 
ment and control of aggression, Coriant on 
human relations in tomorrow’s world, and 
the article previously mentioned by Chis- 
holm on human relations and the world 
scene. This section, while it may have 
broader appeal for the lay reader, has real 
significance for both the social work prac- 
titioner and the social work educator. It 
effectively relates itself to the opening sec- 
tion on theory and lends validity to much 
of what was written in the middle section 
on professional training. 

While on casual inspection these three 
sections may seem unconnected and dif- 
fuse, a careful reading will disclose an es- 
sential unity which finds itself so aptly 
expressed in the title, Social Work as Hu- 
man Relations. Educators, practitioners, 
board members, and administrators may 
well give heed to this volume, as it marks © 
a broader way in the century that lies 
ahead. . 

Artur E. FINK 
avei of North Carolina 


SUTHERLAND, Epwin H. White Collar 
Crime. Pp. X, 272. New York: Dryden 
` Press, 1949. $3. 00. 
Professor Sutherland has by now be- 


come the established authority on all ques- 
tions of “White Collar Crime.” His in- 
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genuity, persistence, and courage in study- 
. ing and exposing its meaning, extent, and 


danger to society deserve every praise.. 


‘While his previous papers on the subject 
defined. the theme and set the tone, the 
present book, the result of twenty-five 
years of research, provides the variations. 
A full analysis is presented of the decisions 
made by courts and administrative com- 
missions against an unselected sample of 
seventy of the largest manufacturing, min- 
ing, and mercantile corporations and fif- 
teen of the largest public utility corpora- 
tions in the United States. In spite of 
certain losses caused by the necessity of 
having to conceal the identity of these 
corporations, the evidence collected is im- 
pressive. , 

The types of violations of laws consid- 
ered are mainly:- restraint of trade, mis- 
representation in advertising, infringement 
of patents, trademarks, and copyrights, 
unfair labor practices, financial fraud and 
violation of trust, violation of war regu- 
lations, and defrauding customers and in- 
vestors. Although only 158, i.e., 16 per 
cent, of the total of 980 decisions listed 
against the seventy corporations were made 
by criminal courts, 60 per cent of the cor- 
porations had an average of about four 
criminal convictions and could therefore 
be classed as “habitual criminals.” Sur- 
prisingly enough, the public utility’ cor- 
porations, although only comparatively 
few decisions were made against them on 
explicit criminal charges, were also found 
to have violated the law very frequently. 
Moreover, the author is at pains to show 
that in fact in far more than 158, namely 
779, of the 980 decisions the commission 
of acts not merely illegal but essentially 
criminal had actually been proved. Chap- 
ter ITI, “Is ‘White Collar Crime’ Crime?” 
which presents an analysis of the meaning 
of the concept of “crime,” is certainly one 
of the most brilliant, and probably also 
one of the most controversial, of the book; 
and in view of the difficulty of drawing the 
right line of demarcation between crime 
and other forms of illegality, some critics 
may find the number of cases classified as 
criminal by the author excessive. 

However, minor doubts of this kind will 
affect none of Sutherland’s fundamental 
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discqveries concerning the character of 
white collar crime as the equally well or- 
ganized but much more dangerous counter- 
part to the professional thief, described 
in another of the author’s publications; 
equally well camouflaged as, but much 
more successfully destigmatized than, ju- 
venile delinquency. Because traditional. 
theories of criminology have paid no at- 
tention te white collar crime, they have 
tended to exaggerate the part played by 
poverty in the causation of crime. .True 
as this is, the author’s conclusion is hardly 
justified that if a certain factor is absent 
in some categories of crime it cannot be 
regarded as important in’any of the others. 

This book, a milestone in the history of 
criminology, should become the starting 
point of a new line of research with the 
object, among others, of collecting corre- 
sponding evidence for other countries and 
of deepening our understanding of the 
causative factors involved, sociological and 
individual-psychological, to some of which 
the author was unable to devote more 
than passing attention. 

HERMANN MANNHEIM 
London School of Economics and 
Political Science (University 
of London) 


BRANHAM, VERNON C., and SAMUEL B. 
Kurasa (Eds.). Encyclopedia of Crimi- 
nology. Pp. xxxvii, 527. New York: 
Philosophical Library, 1949. $12.00. 


The convenient label of “Encyclopedia” 
has been attached to a collection of articles 
on a wide variety of subjects having some 
relation to crime, criminals, and criminal 
procedure, by sixty-one persons whose 
names are signed to their contributions, 
plus a considerable number of shorter 
items by unnamed contributors. These 
contributions are arranged topically in 
alphabetical order and are preceded by a 
List of Contributors, a twenty-five page 
Index (which consists of a cross-reference 
list of topics entirely innocent of page 
identification), and a two-page Preface by 
the editors. To this miscellany the title 
“Encyclopedia” has been given, and the 
price quoted is meant to correspond to the 
impressive title despite the fact that there 


are only 564 pages in all, of ordinary book 
size. 

In the Preface the editors recite some 
of their difficulties as well as their plan 


and intentions. World War II interrupted | 


the project, and therefore about five years 
have intervened between the preparation 
of many of the articles and the current 


publication date. “Every effort was made — 


to cover all basic concepts and theories 

. . controversial issues within each topic 
were dealt with from all acceptable points 
of view. No attempt was made to pass 
final judgment on anything” (Preface, p. 
vii). 

Among the sixty-one identified contribu- 
tors are a number of well-known names in 
the field in the United States today, e.g., 
J. Edgar Hoover, Lewis E Lawes, E. H. 
Sutherland, and Winfred Overholser, among 
others. As is to be expected of any such 
collection, the articles are of uneven 
quality as to scholarship, balance, degree 
of objectivity, and general comprehension 
and perspective. There is, for example, a 
seven-page discussion of, “Follow-up Stud- 
ies: Their Nature and Value” by Sheldon 
and Eleanor Glueck that sets a high stand- 
ard of performance. There is also an 
eight-page article on “Adolescence” by the 
late Caroline B. Zachry that reads like an 
address prepared for a parent-teacher as- 
sociation meeting and ends with this flam- 
boyant and tragic oversimplification: “Au- 
thorities on human growth ... hold that 
most of society’s serious problems—class 
antagonisms, exploitation, social intoler- 
ance, autocracy in governments, and wars 
between nations—have their roots in the 
blocking of emotional growth during the 
period of childhood and adolescence. For 
the mature adult is so emotionally se- 
cure that he does not need to prove his 
competence through self-aggrandizement, 
through reducing other human beings... 
to a state of subjection” (p. 10). 

In spite of many obvious shortcomings, 
this volume should serve useful reference 
purposes. It covers a fair range of sub- 
ject-matter fields and gives some discussion 
of a variety of topics. Most of the articles 
list a short bibliography for further read- 
ing. This is all to the good. Not so good, 
however, is the price asked for the book. 
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That, it would seem, is scarcely warranted 
from the standpoint of .either quantity or 
quality of materials. To what extent this 
book is any more encyclopedic or more 
authoritative or more useful than any one 
of several excellent textbooks already avail- 
able in criminology is an open question. In 
the judgment of this reviewer, the really 
comprehensive, critically written, and criti- 
cally edited encyclopedia of criminology 
remains to be produced.e 
GEORGE B., Votp 
University of Minnesota 


Tean, Orpway. College Teaching and 
College Learning. Pp. vii, 56. New 
Haven: Yale University Press, 1949. 
$2.00. 


This brief work contains a great deal of 
wisdom and insight concerning the ne- 
glected subject of teaching and learning 
in the college classroom. The reason for 
discussing this topic is stated as follows 
by Mr. Tead: “I shall not attempt to ` 
prove a case as to the ineffectuality of 
much college training, I propose rather to 
include this as a premise, for I sense a 
growing disposition, even among college 
teachers themselves, to acknowledge a 
condition that needs improvement.” 

In the author’s opinion, the cause of 
some poor college teaching lies in the fact 
that the student bodies of present-day 
American colleges are more representative 
of a cross section of Ameican society than 
has been true in the past. This fact calls 
for alterations in teaching objectives and 
procedures. 

With this general point of view in mind, 
plus considerable respect for the functions 
of the teacher in: a society, Mr. Tead dis- 
cusses the Teacher as a Person and offers 
the wise comment that “he [the teacher] 
is always and literally teaching himself.” 
The tendency of the college teacher to op- 
erate in a verbal world while in the class- 
room is commented on by Mr. Tead, but 
no clear suggestion is offered as to how 


_this may be avoided save through careful 


consideration of the content, the purpose 
and the organization of what the teacher 
has to say. Mr. Tead is disturbed by the 
fact that many college teachers are un- 
aware of the difference between the talking 
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of the teacher in the classoom and the 
_ actual degree of communication. that takes 
place between teacher and student. The 
intellectual neutrality of many college 
teachers is constructively criticized by the 
author, and a general orientation towards 
education for action, for doing something, 
is urged. 

The Nature of Learning is discussed, 
with distinctions made between conscious 
and unconscious forms, and the organic 


character of learning is stressed through- . 


out. The need of college teachers to-learn 
all the while they teach will perhaps arouse 
anxiety in the minds, of many teachers 
who have grown ‘accustomed to pulling 
their notes “out of the barrel” for the next 
day’s class. The interesting and somewhat 
revolutionary suggestion of class visitation 
is offered as one device which may aid in 
bringing about improvement in the quality 
of college teaching. The further sugges- 
tion is offered that graduate schools should, 
in the future, make more specific provision 
for tedcher training in their programs of 
work towards the Ph.D. in subject-matter 
areas, These suggestions are good, and 
Mr. Tead has written a valuable little book 
for anyone engaged in college teaching. .It 
will prove disturbing for the self-critical 
teacher, but. helpful if one can take it.- 
J. H. BARNETT 
University of Connecticut 


_ Websters Geographical Dictionary. Pp. 
1352: Springfield, Mass.: G. & C. Mer- 
riam Co., 1949. $8.50. 


This new Merriam-Webster product is 
an invaluable source of geographical infor- 
mation. It contains two world map pro- 
jections and. 177 specially drawn maps in- 
cluding 24 in color, of which 12 are cur- 
ent and 12 historical. It lists more than 
40,000 place names, giving in each case 
full information regarding location, and 
also much descriptive material. For each 
country in the-world and each state in the 
United States there is a map and a gener- 


ous description, and United States data . 


cover nearly nine pages. 

A unique and useful feature is a six- 
page list of foreign-language equivalents of 
English geographical terms. 


_ my preface what is not there. 
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` Agyone having to do with literature con- 
cerning foreign countries will rejoice in an 


_ authoritative source of spelling and division 


of names and in the inclusion of alterna- 
tive names and spellings. The alternative 
is sometimes an earlier name, sometimes 
an alternative form in the same language, 
sometimes an alternative form in another 
language, and sometimes a variant spell- 
ing. ‘These alternatives are also listed in 
their alphabetical order, with cross refer- 
ences. 

The book is provided with a thumb- 
notch index. All the type is easily read- 
able, and the maps are exceptionally clear. - 

Myrta B. Harris 

Editorial Assistant of THE ANNALS 


LETTER TO THE EDITOR 
Dear Sir: 
In his review of my Napoleon, For and 


. Against [in the September 1949 issue of 


THE ANNALS| Professor Harry Elmer 
Barnes writes: 

“The author’s views of the Nazis are 
extremely bitter and jaundiced, even 


though he admits that he was freely per- 


mitted to work on this very book while 
held as a hostage in Buchenwald concen- 
tration camp, which was far more than 
would have been permitted to any promi- 
nent Nazi historian captured by the Rus- 
sians, the English, the French, or the 
Americans.” : 

I observe: 

1. That. Professor Barnes has read in 
The idea 
that I or anybody else should have been 
freely permitted to work on a book of this 
description is absurd. "We were hostages, 
and, as is usual also in the case of prison- 
ers of war, the Germans left us largely to 
our own devices in our place of confine- 
ment. In the evening we were locked up’ 
and knew that no German would enter 
until next morning. That is why it was 
possible for me to give a lecture on Na- 
poleon for my fellow internees. But to 
write a book of this description would have 
been a risky undertaking;` in Buchenwald, 
moreover, I never could have obtained the 


necessary books; and even if, later on, in 


Book DEPARTMENT 


Ne 


our various places of internment in Hol- 
land, the situation became easier in “that 
respect, one would still have been faced 
with the problem of how to smuggle out 
the manuscript. In actual fact I wrote the 
book in the summer of 1944, after my re- 
lease from internment. We were still liv- 
ing under the German occupation, and I 
had to take good care even then that the 
manuscript should not fall into Nazi hands. 

2. That Professor Barnes is wrong in 
laying a connection between my feelings 
about the Nazis and my experiences as a 
hostage. I had been an open and impas- 
sioned opponent af National Socialism be- 
fore ever I was interned, and indeed for 
many years before the war. 

3. That the qualifications “bitter and 
jaundiced” seem to me most unfafr. I 
have never suggested that the treatment 
meted out to the group of hostages to 
which I belonged was very severe, al- 
though a tale could be told of the usual 
incalculable vexations. But there were, 
unfortunately, many thousands of prison- 
ers subjected to a regime which one can, 
without any bitterness or jaundice, only 
describe as atrocious. Nor have I ever 
extended my detestation of the Nazis and 
of National Socialism to the German peo- 
ple or to German civilisation. In the very 
preface written under the German occupa- 
tion which Professor Barnes has read so 
carelessly I guard expressly against that 


identification. These are distinctions which . 


I have never failed to make and to -which 
I imagine a bitter or jaundiced mind would 
be blind. 
Sincerely yours, 
PIETER GEYL 
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